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1

2

INTRODUCTION

3

Q. Please state your name for the record.

My name is Marylee Diaz Cortez.

4

5 Q.

6

7

8

Have you previously filed testimony in this docket?

No. Mr. William Rigsby previously filed direct rate design testimony in this

docket. I have adopted his direct testimony and will support both that

testimony as well as the surrebuttal testimony l provide here.

9

10

11

12

13

14

15

What is the purpose of your surrebuttal testimony?

In my surrebuttal testimony I will respond to the positions and arguments

set forth by the various Arizona Water witnesses in their rebuttal testimony

regarding rate design. I will show that certain arguments are without merit

and demonstrate why such arguments should be rejected. I will reaffirm

RUCO's positions on rate design.

16

17

18

19 *

20 *

21

What rate design issues will you discuss in your surrebuttal testimony?

I will address the following rate design issues:

Revenue Decoupling Adjustment Provision

Weather Normalization Adjustment Provision

Company Proposed "Allocated" Rate Design*

22

23

24

A.

A.

A.

Q.

A.

Q.

1
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1 REVENUE DECOUPLING ADJUSTMENT PROVISION (RDAP)

2

3

4

5

Please discuss the Company's rebuttal comments concerning RUCO's

recommendation Te deny the proposed RDAP.

The Company rejects RUCO's recommendation to deny the RDAP and

claims that RUCO's reasons for advocating rejection of the RDAP are not

6 "a sound basis for rejecting it".

7

8 What specifically does the Company consider "unsound" in RUCO's

9

10

11

arguments?

The Company considers RUCO'S regulatory lag, single-issue rate raking,

true-up, and conservation arguments to be "unsound".

12

13

14

Do you agree with this characterization of RUCO's recommendation to

deny the RDAP?

15 No.

16

17

This characterization appears to merely reflect the Company's

opinion, since SWG's rebuttal testimony presents no compelling evidence

of the "unsoundness" of RUCO's position.

18

19

20

Please discuss the Company's arguments concerning regulatory lag.

The Company first off agrees that declining average consumption is only

21 problematic because of regulatory lag. However, the Company's

22

23

agreement ends there. Rather than recognize that regulatory lag is a two

way street from which the Company also benefits (i.e. accumulated

A.

A.

A.

A.

Q.

Q.

Q.

Q.

2
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1

2

3

4

5

depreciation, expired amortization, retirements, economies of scale, cost

savings etc.) and that any attempt to mitigate the regulatory lag associated

with declining average consumption and ignore the above mentioned

regulatory lags that accrue to the shareholder the Company attempts to

turn this into a conservation issue.

6

7 Please explain.

8

9

10

11

The Company claims that the loss of revenue that results from declining

average consumption coupled with regulatory lag creates an incentive for

the utility to promote increased sales, which is counter productive to the

conservation goals of the public and the Commission.

12

13

14

15 fact,

16

17

Does this logic have merit?

No. First, there is absolutely no evidence to support this argument. In

all evidence contradicts this argument. By the Company's own

acknowledgement, average consumption continues to decline, which

clearly demonstrates that regulatory lag has had no eNact on

18 conservation. Second, in the same breath that the Company pleads

19

20

21

economic harm from regulatory lag it also acknowledges that regulatory

lag is "an incentive for the utility to prevent cost increases and even to

achieve cost decreases, because the utility retains the financial benefit of

22 any cost saving it achieves between rate cases, and it also retains the

A.

A.

Q.

Q.

3
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1

2

3

financial benefit of any cost increases it avoids."1 This testimony supports

RUCO's position that unfair and biased rates will result when extraordinary

ratemaking schemes such as the RDAP are adopted.

4

5

6

7

8

9

10

11

12

Please respond to the Company's rebuttal arguments regarding RUCO's

objection to the RDAP being single-issue rate raking?

The Company agrees in its rebuttal testimony that single issue ratemaking

is biased yet then takes the stance that the "general objection to single

issue ratemaking vanishes when a regulatory commission considers and

then adopts an automatic adjustment clause in a general rate case,

providing rate adjustments for changes in specific cost elements identified

in advances of the changes in those elements. The RDAP fits this latter

13 situation .,,2

14

15 Is this true?

16 No.

17

18

19

20

21

First, the proposed RDAP is not an automatic adjustment clause

that provides for rate adjustments for changes in specific costs. In fact the

RDAP, as proposed has nothing to do with specific cost increases or

decreases. The RDAP would merely adjust the billing determinants used

in assigning rates. Further, the RDAP would only adjust bi l l ing

determinants for terms lost to conservation and ignore any gains in billing

1

2
Rebuttal testimony of Ralph E. Miller, page 20, lines 5 through 8.
Rebuttal testimony of Ralph E. Miller, page 19, lines 1 through 14.

A.

A.

Q.

Q.

4
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1

2

determinants due to growth. In this respect it truly is biased and a perfect

example of single issue rate raking at its worst.

3

4

5

6

7

8

Please discuss the Company's rebuttal comments concerning RUCC)'s

position that the regulatory process already provides true-up of any

changes in billing determinants are via rate cases.

The Company argues that RUCO is incorrect that billing determinants are

trued-up during the rate case process.

9

10

11

12

Why does the Company believe that RUCO is incorrect in this position?

The Company argues because there is no retroactive reimbursement for

its perceived underrecoveries related to decreases in average

13 consumption that there is no true-up.

14

15

16

Do you agree?

No. Every time the Company files a rate case the bill determinants used

17

18

19

20

21

22

23

in prior years to set rates are restated to the current bill determinants.

Given the prohibition of retroactive ratemaking the Company is neither

reimbursed for underrecoveries nor is it required to refund any

overrecoveries. Nonetheless, the billing determinants used in the prior

case to set rates are trued-up to the existing billing determinants, so that

the new rates are based on the current level of billing determinants.

RUCO made this point to simply demonstrate that the declines in average

A.

A.

A.

Q.

Q.

Q.

5
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1

2

consumption over the last 20 years are not detrimentally affecting the

Company since the declines are trued-up in each subsequent rate case.

3

4 Please discuss the Company's rebuttal comments regarding the RDAP

5 and conservation.

6

7

8

9

10

The Company argues that, contrary to RUCO's ascertain that the RDAP

requires customers to pay for gas they didn't use and therefore is

counterproductive to conservation, the RDAP does in fact deliver a

conservation message because customers do avoid the pure gas

commodity charge under the RDAP, albeit not the gas margin on terms

not used.11

12

13 Please respond.

14

15

16

17

18

19

20

The Company is correct than conservation will save the customer the pure

commodity charge for gas under the RDAP, however it still would require

the customer to pay the margin on any terms not used (i.e. conserved).

Thus, the price message as it relates to incepting conservation is diluted

so that the customer will not see as compelling of a conservation price

message under the proposed RDAP as they otherwise would absent the

RDAP.

21

22

23

A.

A.

Q.

Q.

6
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1

2

3

4

5 cases and forums. Fudhen

6

7

Do any of the Company's rebuttal arguments regarding the proposed

RDAP change RUCO's recommendations?

No. None of the Company's rebuttal arguments are compelling, let alone

are even new arguments that have not already been presented in prior

to-date the AAC has rejected these

arguments as well as all of the decoupling proposals that have been

offered. RUCO believes the ACC has reached the appropriate conclusion

8

9

in rejecting the previous decoupling proposals and recommends that it do

so here again.

10

11 WEATHER NORMALIZATION ADJUSTMENT PROVISION (WNAP)

12

13

14

15

16

Please discuss the Company's rebuttal comments concerning RUCO

recommendation to reject the proposed WDAP.

The Company does not agree with RUCO's recommendation to reject the

WNAP, arguing that on a year-to-year basis fluctuations in weather have

historically caused under and over recoveries of SWG's authorized

17

18

19

revenue requirement. SWG believes that such fluctuations in weather

warrant a WNAP that would guarantee the Company revenue requirement

recovery regardless of weather.

20

21

22

23

A.

Q.

A.

Q.

7
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1

2

3

4

5

6

What rebuttal arguments does the Company present in its support for the

proposed WNAP?

The Company makes three arguments in its rebuttal testimony. First, it

argues that the WNAP does not require customers to pay for gas they do

not use. Second, that the WNAP does not inappropriately shift risks from

shareholders to ratepayers and third, that the primary cause for the

7 Company's underrecoveries is not weather.

8

9

10

11

12

Please address the first of these arguments.

The first argument that the WNAP dose not require customers to pay for

gas they do not use is the same argument I addressed regarding the

RDAP. To reiterate, when weather is warmer than normal the customer

13

14

will save the pure commodity charge for gas under the WNAP, however

the customer still would be required to pay the margin on any terms not

15 used.

16

17

18

19

Please address the second argument.

The Company argues that because the WNAP works in favor of the

shareholder when weather is warmer than normal and it favors of

20

21

ratepayers when weather is colder than normal it therefore does not shift

the weather risk to ratepayers.

22

23

A.

A.

Q.

A.

Q.

Q.

8
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1

2

3

4

5

6

Do you agree with this argument?

No. Both the RDAP and the WNAP would result in ratepayers bearing

certain operational risks that currently are borne by shareholders. The

cost of equity determined by the parties compensates for risk, and thus

adoption of the WNAP or RDAP would warrant a reduction in the cost of

equity to reflect the reduction in risk that these mechanisms would create.

7

8

9

10

11

12

Has the Company proposed such an adjustment to the cost of equity?

No. The Company has proposed the same cost of equity with or without

the RDAP and WNAP. In SWG's last case it proposed a lower cost of

equity if a decoupling mechanism were adopted, in recognition of the

decreased risk. The Company, in instant case fails to recognize or adjust

for the decreased risks inherent in the RDAP and the WNAP.13

14

15

16

i v

18

Please discuss the Company's third rebuttal argument.

The Company argues that over a ten year period, 1998 through 2007 the

net effect of variations in weather was an increase in average use per

customer as opposed to RUCO's position that the primary contributor of

SWG's underrecoveries was weather related .19

20

21

22

23

1 1

A.

A.

Q.

A.

Q.

Q.

9
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1 How does this information serve to strengthen the Company case

2

3

supporting the need for the WNAP?

It does not. As discussed in RUCO's direct testimony, the Company's rate

4 case revenues are adjusted to annual ize for a ten-year weather

Q 5

6

7

normalization. The Company now admits that this ten-year normalization

has not only recovered the necessary weather related average use per

customer, but has exceeded that amount. This information simply

8

9

confirms that there is no justification for a WNAP since the ten-year

weather normalization mechanism is already ensuring cost recovery due

10 to variations in weather related consumption.

11

12 COMPANY PROPOSED ALLOCATED RATE DESIGN

13

14

15

16

17

18

19

20

21

Please address the Company's proposed AllocatedNolumetric rate

designs.

The Company has proposed a somewhat unusual rate design, which

SWG claims will alleviate some of its perceived declining consumption

problems. SWG's proposed allocated rate design is characterized by a

higher than normal non-gas commodity charge in the first tier and a $0.00

non-gas commodity charge in the second tier. The gas charge in the

Company proposed allocated rate design is lower in the first tier than the

actual estimated base cost of gas and higher in the second tier than the

3 The Company proposed rate design is called an "allocated" rate design in its direct testimony
and a "volumetric" rate design in its rebuttal testimony. Both terms refer to the same rate design.
In my testimony I refer to the Company's proposed rate design using the "allocated" terminology.

A.

Q.

A.

Q.

10
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1

2

actual estimated cost of gas. The Company proposed allocated rate

design compares with a more traditional type rate design as follows:

"Allocated"3 Traditional

4 Fixed Monthly Charge $12.80 $12.80

.55376
.88069
.00000

.93689

5
6
7
8
9

10
11
12
13
14

Non-gas Commodity
All Usage
First 35 Therms
Second 35 Therms

PGA Base
All Therms
First 35 Therms
Second 35 Therms

.60996
1 .49065

15

16

The Company argues that the allocated rate design is fair to customers

because the allocated rate design has a commodity cost of $1.49065 in

17 both the first and second tiers (.60996 + .88069 1.49065) and so does

18 the traditional rate design (.55376 + .93689 = 1.49065).

19

20

21

22

23

24

25

26

27

28

Do you agree?

No. The impact of the allocated rate design is not revenue neutral to the

customer when compared to a traditional rate design. The Company

proposed allocated rate design has the effect of shifting a portion of the

non-gas costs of large users to small users. l have prepared Surrebuttal

Exhibit (A), which compares a residential customer's bill under a typical

rate design to the Company-proposed allocated rate design. Under the

allocated rate design small users (less than 55 terms consumption) will

pay more than they would have under a traditional rate design. This is

A.

Q.

11
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1 demonstrated on lines 1 - 10 of Surrebuttal Exhibit A. Users over 55

2

3

4 small users.

5

6

terms will pay less than they would have under a traditional rate design.

Thus, the Company's proposed rate design shifts costs from large users to

This phenomena benefits the Company because it

guarantees recovery of non-gas costs via the low usage blocks and SWG

is thus financially indifferent to loss of consumption from high usage

7

8

9

customers. The proposed allocated rate design results in small users

paying more than they otherwise would of and large users paying less

than they otherwise would have. This is certainly a perverse result that

10 sends an undesirable message to ratepayers.

11

12

13

Does RUCO's proposed rate design result in a fairer distribution of costs

than the Company-proposed allocated rate design?

14 Yes. First, RUCO's proposed rate design does not shift costs from large

15

16

17

18

19

20

21

22

23

users to small users, as does the Company's just described allocated rate

design. Second, RUCO's proposed rate design charges the same price

for each therm, which sends a better conservation message to consumers

than SWG's current rate design which features a declining commodity

price structure, where higher users pay less per therm than low users.

Third, RUCO's proposed rate design assigns a slightly greater percentage

of costs to the fixed charge than does SWG's current rate design. in this

manner RUCO has addressed some of the Company's decl ining

consumption and inabil i ty to recover cost concerns by essential ly

Q.

A.

12
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1

2

guaranteeing a greater fixed cost recovery. RUCO's rate design is fair to

both the Company and ratepayer, as well as sends the correct

3 conservation message.

4

5 Doe this conclude your surrebuttal testimony?

6 Yes.A.

Q.

13
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LINE
no. CONSUMPTION

AVERAGE (NORMAL)
RATE DESIGN

COMPANY PROPOSED
"ALLOCATED" RATE

DESIGN

1
2
3
4
5

$12_80
11.08
18.74
0.00

12.80
17.61
12.20
6.54

49.15 II
6
7
8
g

10

$12.80
22.15
37.48
0.00

12,80
30.82
28.80
8.67

11
12
13
14
15

$12.80
30.46
51 .53
0.00

12.80
30.82
51.16
0.37

16
17
18
19
20

$12.80
33.23
56.21
0.00

I

12.80
30.82
58.61
(2.40)
99.84 I

21
22
23
24
25

$12.80
44.30
74.95
0.00

12.80
30.82
88.43

(13.48)

26
27
28
29
30

$12_80
55.38
93.69
0.00

I

12.80
30.82

118.24
(24.55)
137.31 I

3 1
3 2
3 3
3 4
3 5

$12.80
66.45

112.43
0.00

12.80
30.82

148.05
(35.63)

3 6
3 7
3 8
3 9
4 0

20 THERMS
MONTHLY MINIMUM
BASE COMMODITY
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PGA ADJUSTOR

T O T A L
40 THERMS

MONTHLY MINIMUM
BASE COMMODITY
P G A
PGA ADJUSTOR

T O T A L
55 THERMS

MONTHLY MINIMUM
BASE COMMODITY
P G A
PGA ADJUSTOR

T O T A L
60 THERMS

MONTHLY MINIMUM
BASE COMMODITY
P G A
PGA ADJUSTOR

T O T A L
80 THERMS
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100 THERMS
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BASE COMMODITY
P G A
PGA ADJUSTOR

T O T A L
120 THERMS

MONTHLY MINIMUM
BASE COMMODITY
P G A
PGA ADJUSTOR

T O T A L
140 THERMS

MONTHLY MINIMUM
BASE COMMODITY
P G A
PGA ADJUSTOR

T O T A L

$12.80
77.53

131 .16
0.00

12.80
30.82

177.87
(46.70)
174.79 II

AVERAGE RATES
12.8

0.55376

"ALLOCATED" RATES
12.80

0.88069
0.00000

BASIC SERVICE CHRG.
BASE COMMODITY

ALL USAGE
FIRST 35 THERMS
SECOND 35 THERMS

PGA
ALL THERMS
FIRST 35 THERMS
SECOND 35 THERMS

0.93689
0.60996
1 .49065
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1

2

INTRODUCTION

3

Q. Please state your name for the record.

My name is Marylee Diaz Cortez.

4

5

6

7

8

Have you previously filed testimony in this docket?

No. Mr. William Rigsby previously filed direct rate design testimony in this

docket. I have adopted his direct testimony and will support both that

testimony as well as the surrebuttal testimony l provide here.

9

10

11

12

13

14

15

What is the purpose of your surrebuttal testimony?

In my surrebuttal testimony I will respond to the positions and arguments

set forth by the various Arizona Water witnesses in their rebuttal testimony

regarding rate design. l will show that certain arguments are without merit

and demonstrate why such arguments should be rejected. I will reaffirm

RUCO's positions on rate design.

16

17

18

19 *

20 *

21

What rate design issues will you discuss in your surrebuttal testimony?

I will address the following rate design issues:

Revenue Decoupling Adjustment Provision

Weather Normalization Adjustment Provision

Company Proposed "Allocated" Rate Design*

22

23

24

A.

A.

Q.

A.

Q.

A.

Q.

1
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1 REVENUE DECOUPLING ADJUSTMENT PROVISION (RDAP)

2

3

4

5

Please discuss the Company's rebuttal comments concerning RUCO's

recommendation to deny the proposed RDAP.

The Company rejects RUCO's recommendation to deny the RDAP and

claims that RUCO's reasons for advocating rejection of the RDAP are not

6 "a sound basis for rejecting it".

7

8 What specifically does the Company consider "unsound" in RUCO's

9

10

11

arguments?

The Company considers RUCO's regulatory lag, single-issue ratemaking,

true-up, and conservation arguments to be "unsound".

12

13

14

Do you agree with this characterization of RUCO's recommendation to

deny the RDAP?

15 No.

16

17

This characterization appears to merely reflect the Company's

opinion, since SWG's rebuttal testimony presents no compelling evidence

of the "unsoundness" of RUCO's position.

18

19

20

21

22

23

Please discuss the Company's arguments concerning regulatory lag.

The Company agrees that declining average consumption is only

problematic because of regulatory lag. However, the Company's

agreement ends there. Rather than recognize that regulatory lag is a two-

way street from which the Company also benefits (i.e. accumulated

A.

Q.

A.

Q.

A.

Q.

A.

Q.

2
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1

2

3

4

depreciation, expired amortization, retirements, economies of scale, cost

savings etc.) and that any attempt to mitigate the regulatory lag associated

with declining average consumption (and ignore the above-mentioned

regulatory lags that accrue to the shareholder), the Company attempts to

turn this into a conservation issue.5

6

7 Please explain.

8

9

10

11

The Company claims that the loss of revenue that results from declining

average consumption coupled with regulatory lag creates an incentive for

the utility to promote increased sales, which is counter productive to the

conservation goals of the public and the Commission.

12

13

14

15

16

17

18

19

20

21

Does this logic have merit?

No. First, there is absolutely no evidence to support this argument. In

fact, all evidence contradicts this argument. By the Company's own

acknowledgement, average consumption continues to decline, which

clearly demonstrates that regulatory lag has had no effect on

conservation. Second, in the same breath that the Company pleads

economic harm from regulatory lag it also acknowledges that regulatory

lag is "an incentive for the utility to prevent cost increases and even to

achieve cost decreases, because the utility retains the financial benefit of

22 any cost saving it achieves between rate cases, and it also retains the

A.

Q.

A.

Q.

3



Surrebuttal Testimony of Marylee Diaz Cortez
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1
,,1

2

3

financial benefit of any cost increases it avoids. This testimony supports

RUCO's position that unfair and biased rates will result when extraordinary

rate raking schemes such as the RDAP are adopted.

4

5

6

7

8

9

10

11

12

Please respond to the Company's rebuttal arguments regarding RUCO's

objection to the RDAP being single-issue ratemaking?

The Company agrees in its rebuttal testimony that single issue ratemaking

is biased yet then takes the stance that the "general objection to single

issue ratemaking vanishes when a regulatory commission considers and

then adopts an automatic adjustment clause in a general rate case,

providing rate adjustments for changes in specific cost elements identified

in advances of the changes in those elements. The RDAP fits this latter

13 situation ."2

14

15 Is this true?

16 No.

17 In fact,

18

19

20 Further,

21

First, the proposed RDAP is not an automatic adjustment clause

that provides for rate adjustments for changes in specific costs.

the RDAP as proposed has nothing to do with specific cost increases or

decreases. The RDAP would merely adjust the billing determinants used

in assigning rates. the RDAP would only adjust bi l l ing

determinants for terms lost to conservation and ignore any gains in billing

1

2
Rebuttal testimony of Ralph E. Miller, page 20, lines 5 through 8.
Rebuttal testimony of Ralph E, Miller, page 19, lines 1 through 14.

4

A.

Q.

A.

Q.

III -
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1

2

determinants due to growth. In this respect it truly is biased and a perfect

example of single issue ratemaking at its worst.

3

4 Please discuss the Company's rebuttal comments concerning RUCO's

5

6

7

8

position that the regulatory process already provides true-up of any

changes in billing determinants are via rate cases.

The Company argues that RUCO is incorrect that billing determinants are

trued-up during the rate case process.

9

10

11

Why does the Company believe that RUCO is incorrect in this position?

The Company argues that because there is no retroactive reimbursement

12

13

for its perceived under-recoveries related to decreases in average

consumption that there is no true-up.

14

15

16

Do you agree?

No. Every time the Company files a rate case the bill determinants used

17

18

19

20

21

22

23

in prior years to set rates are restated to the current bill determinants.

Given the prohibition of retroactive ratemaking the Company is neither

reimbursed for under-recoveries nor is it required to refund any over-

recoveries. Nonetheless, the billing determinants used in the prior case to

set rates are trued-up to the existing billing determinants, so that the new

rates are based on the current level of billing determinants. RUCO made

this point to simply demonstrate that the declines in average consumption

5

A.

Q.

A.

Q.

A.

Q.
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1

2

over the last 20 years are not detrimentally affecting the Company since

the declines are trued-up in each subsequent rate case.

3

4 Q. Please discuss the Company's rebuttal comments regarding the RDAP

5 and conservation.

6

7

8

9

10

The Company argues that, contrary to RUCO's assertion that the RDAP

requires customers to pay for gas they didn't use and therefore is

counterproductive to conservation, the RDAP does in fact deliver a

conservation message because customers do avoid the pure gas

commodity charge under the RDAP, albeit not the gas margin on terms

11 not used.

12

13 Q. Please respond.

14

15

16

17

18

19

The Company is correct that conservation will save the customer the pure

commodity charge for gas under the RDAP, however, it still would require

the customer to pay the margin on any terms not used (i.e. conserved).

Thus, the price message as it relates to incepting conservation is diluted

so that the customer will not see as compelling of a conservation price

message under the proposed RDAP as they otherwise would absent the

RDAP.20

21

22

23

6

A.

A.
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1

2

Do any of the Company's rebuttal arguments regarding the proposed

RDAP change RUCO's recommendations?

3 No. None of the Company's rebuttal arguments are compelling, let alone

4

5

6

7

8

new arguments that have not already been presented in prior cases and

forums. Further, to-date, the AAC has rejected these arguments as well

as all of the decoupling proposals that have been offered. The ACC has

reached the appropriate conclusion in rejecting the previous decoupling

proposals and RUCO recommends that it do so here again.

9

10 WEATHER NORMALIZATION ADJUSTMENT PROVISION (WNAP)

11

12

13

14

15

Please discuss the Company's rebuttal comments concerning RUCO

recommendation to reject the proposed WNAP.

The Company does not agree with RUCO's recommendation to reject the

WNAP, arguing that on a year-to-year basis fluctuations in weather have

historically caused under and over recoveries of SWG's authorized

16

17

18

revenue requirement. SWG believes that such fluctuations in weather

warrant a WNAP that would guarantee the Company revenue requirement

recovery regardless of weather.

19

20

21

22

7

Q.

A.

Q.

A.
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1

2

3

4

5

6

What rebuttal arguments does the Company present in its support for the

proposed WNAP?

The Company makes three arguments in its rebuttal testimony. First, it

argues that the WNAP does not require customers to pay for gas they do

not use. Second, that the WNAP does not inappropriately shift risks from

shareholders to ratepayers and third, that the primary cause for the

7 Company's under-recoveries is not weather.

8

9

10

12

13

14

Please address the first of these arguments.

The Company's first argument that the WNAP does not require customers

to pay for gas they do not use is the same argument I addressed

regarding the RDAP. To reiterate, when weather is warmer than normal

the customer will save the pure commodity charge for gas under the

WNAP, however, the customer still would be required to pay the margin

15 on any terms not used.

16

17

18

19

Please address the second argument.

The Company argues that because the WNAP works in favor of the

shareholder when weather is warmer than normal and it favors ratepayers

when weather is colder than normal it therefore does not shift the weather20

21 risk to ratepayers.

22

23

Q.

A.

A.

Q.

A.

Q.

8
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1

2

3

4

5

6

Do you agree with this argument?

No. Both the RDAP and the WNAP would result in ratepayers bearing

certain operational risks that currently are borne by shareholders. The

cost of equity determined by the parties compensates for risk, and thus

adoption of the WNAP or RDAP would warrant a reduction in the cost of

equity to reflect the reduction in risk that these mechanisms would create.

7

8

9

10

11

12

13

Has the Company proposed such an adjustment to the cost of equity?

No. The Company has proposed the same cost of equity with or without

the RDAP and WNAP. In SWG's last case it proposed a lower cost of

equity if a decoupling mechanism were adopted, in recognition of the

decreased risk. The Company, in the instant case fails to recognize or

adjust for the decreased risks inherent in the RDAP and the WNAP.

14

15

16

17

18

Please discuss the Company's third rebuttal argument.

The Company argues that over a ten year period, 1998 through 2007 the

net effect of variations in weather was an increase in average use per

customer as opposed to RUCO's position that the primary contributor of

SWG's under-recoveries was weather related.19

20

21

22

23

A.

Q.

A.

Q.

A.

Q.

g
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1 How does this information serve to strengthen the Company's case

2 supporting the need for the WNAP?

It does not. As discussed in RUCO's direct testimony, the Company's rate3

4 case revenues are adjusted to annual ize for a ten-year weather

5

6

normalization. The Company now admits that this ten-year normalization

has not only recovered the necessary weather related average use per

7 customer, but has exceeded that amount. This information simply

8

9

confirms that there is no justification for a WNAP since the ten-year

weather normalization mechanism is already ensuring cost recovery due

10 to variations in weather related consumption.

11

12 COMPANY PROPOSED ALLOCATED RATE DESIGN

13

14

15

16

17

18

19

20

21

Please address the Company's proposed AllocatedNolumetric rate

designs.

The Company has proposed a somewhat unusual rate design, which

SWG claims will alleviate some of its perceived declining consumption

problems. SWG's proposed allocated rate design is characterized by a

higher than normal non-gas commodity charge in the first tier and a $0.00

non-gas commodity charge in the second tier. The gas charge in the

Company proposed allocated rate design is lower in the first tier than the

actual estimated base cost of gas and higher in the second tier than the

3 The Company proposed rate design is called an "allocated" rate design in its direct testimony
and a "volumetric" rate design in its rebuttal testimony. Both terms refer to the same rate design.
in my testimony l refer to the Company's proposed rate design using the "allocated" terminology.

Q.

A.

A.

Q.

10
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1

2

actual estimated cost of gas. The Company proposed allocated rate

design compares with a more traditional type rate design as follows:

"Allocated"3 Traditional

4 Fixed Monthly Charge $12.80 $12.80

.55376
.88069
.00000

.93689

5
6
7
8
9

10
11
12
13
14

Non-gas Commodity
All Usage
First 35 Therms
Second 35 Thermo

PGA Base
All Therms
First 35 Therms
Second 35 Therms

.60996
1 .49065

15

16

The Company argues that the allocated rate design is fair to customers

because the allocated rate design has a commodity cost of $1.49065 in

17 both the first and second tiers (.60996 + .88069 1.49065) and so does

18 the traditional rate design (55376 + .93689 : 1.49065).

19

20

21

22

23

24

25

26

27

28

Do you agree?

No. The impact of the allocated rate design is not revenue neutral to the

customer when compared to a traditional rate design. The Company

proposed allocated rate design has the effect of shifting a portion of the

non-gas costs of large users to small users. l have prepared Surrebuttal

Exhibit (A), which compares a residential customer's bill under a typical

rate design to the Company-proposed allocated rate design. Under the

allocated rate design small users (less than 55 terms consumption) will

pay more than they would have under a traditional rate design. This is

A.

Q.

11

-in-
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1 demonstrated on lines 1 ..-. 10 of Surrebuttal Exhibit A. Users over 55

2

3

4 small users.

5

6

terms will pay less than they would have under a traditional rate design.

Thus, the Company's proposed rate design shifts costs from large users to

This phenomena benefits the Company because it

guarantees recovery of non-gas costs via the low usage blocks and SWG

is thus financially indifferent to loss of consumption from high usage

7

8

9

customers. The proposed allocated rate design results in small users

paying more than they otherwise would have and large users paying less

than they otherwise would have. This is certainly a perverse result that

10 sends an undesirable message to ratepayers.

11

12

13

Does RUCO's proposed rate design result in a fairer distribution of costs

than the Company-proposed allocated rate design?

14 Yes. First, RUCO's proposed rate design does not shift costs from large

15

16

17

users to small users, as does the Company's allocated rate design

described immediately above. Second, RUCO's proposed rate design

charges the same price for each therm, which sends a better conservation

18

19

20

21

22

23

message to consumers than SWG's current rate design which features a

declining commodity price structure, where higher users pay less per

therm than low users. Third, RUCO's proposed rate design assigns a

slightly greater percentage of costs to the fixed charge than does SWG's

current rate design. In this manner RUCO has addressed some of the

Company's declining consumption and inability to recover cost concerns

l

q

Q.

A.

12
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1 by essentially guaranteeing a greater fixed cost recovery. RUCO's rate

2 design is fair to both the Company and ratepayer, as well as sends the

3 correct conservation message.

4

5 Doe this conclude your surrebuttal testimony?

6 Yes.

1

A.

Q.

13
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SOUTHWEST GAS CORPORATION
COMPARISON OF THE RESIDENTIAL BILL IMPACTS OF
A TYPICAL RATE DESIGN vs. THE COMPANY-PROPOSED
"ALLOCATED" RATE DESIGN

SURREBUTTAL EXHIBIT A

LINE
no. CONSUMPTION

AVERAGE (NORMAL)
RATE DESIGN

COMPANY PROPOSED
"ALLOCATED" RATE

DESIGN

1
2
3
4
5 I

$12.80
11.08
18.74
0.00

42.61 I I

12.80
17.61
12.20
6.54

49.15 I

6
7
8
9

10 I

$12.80
22.15
37.48
0.00

72.431 I

12.80
30.82
28.80
8.67

81.10 I

11
12
13
14
15 I

$12.80
30.46
51 .53
0.00

94.791 I

12.80
30.82
51 .16
0.37

95.15 I

16
17
18
19
20 I

$12.80
33.23
56.21
0.00

102.241 I

12.80
30.82
58,61
(2.40)
99.84 I

21
22
23
24
25 I

$12_80
44.30
74.95
0.00

132.051 I

12.80
30.82
88.43

(13.48)
118.58 |

26
27
28
29
30 |

$12.80
55.38
93.69
0.00

161.8III I

12.80
30.82

118.24
(24.55)
137.31 I

31
32
33
34
35

20 THERMS
MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
40 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
55 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
60 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
80 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
100 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
120 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
140 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL

I I

12.80
30.82

148.05
(35.63)
156.05 I

36
37
38
39
40 I

$12.80
66.45

112.43
0.00

191.681

$12.80
77.53

131.16
0.00

221.491 I

12.80
30.82

177.87
(46.70)
174.79 I

AVERAGE RATES
12.8

"ALLOCATED" RATES
12.80

0.55376
0.88069
0.00000

BASIC SERVICE CHRG.
BASE COMMODITY

ALL USAGE
FIRST 35 THERMS
SECOND 35 THERMS

PGA
ALL THERMS
FIRST 35 THERMS
SECOND 35 THERMS

0.93689
0.60996
1 .49065
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1 INTRODUCTION

2

3

4

5

6

Please state your name, position, employer and address.

Rodney L. Moore, Public Utilities Analyst V

Residential Utility Consumer Office

1110 West Washington Street, Suite 220

Phoenix, Arizona 85007.

7

8

9

10

11

12

Please state your educational background and qualifications in the utility

regulation field .

Appendix 1, which is attached to this testimony, describes my educational

background and includes a list of the rate case and regulatory matters in

which I have participated.

13

14

15

16

17

18

19

20

Please state the purpose of your testimony.

The purpose of my testimony is to present RUCO's recommendations

regarding Southwest Gas Corporation's ("Company" or "SWG") application

for a determination of the current fair value of its utility plant and property

and for increases in its rates and charges based thereon for gas service.

The test year utilized by the Company in connection with the preparation

of this application is the 12-month period that ended April 30, 2007.

21

22

23

A.

A.

Q.

A.

Q.

Q.

3
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1 BACKGROUND

2

3

4

5

6

7

8

9

10

Please describe your work effort on this project.

I obtained and reviewed data and performed analytical procedures

necessary to understand the Company's filing as it relates to operating

income, rate base, the Company's overall revenue requirement and rate

design. My recommendations are based on these analyses. Procedures

performed include the in-house formulation and analysis of seven sets of

data requests, the review and analysis of Company responses to

Commission Staff data requests, conversations with Company personnel

and the review of prior ACC dockets related to SWG.

11

12

13

14

15

The Commission in Decision No. 68487, dated February 23, 2006,

approved the Company's present rates and charges for utility service.

The test year used in that proceeding was the 12-month period ending

August 31, 2004.

16

17 What areas will you address in your testimony?

18

19

20

21

22

23

I will address issues related to rate base, operating income and revenue

requirements. RUCO's witness William A. Rigsby will provide an analysis

of the cost of capital as presented on Schedule RLM-19. RUCO's witness

Marylee Diaz Cortez will address rate design in her testimony to be filed

April it, 2008. l will sponsor the rate design exhibits that will be filed with

the testimony of Ms. Diaz Cortez.

4

A.

Q.

Q.

A.

I IIII ll II 1--1-
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1

2

Please identify the exhibits you are sponsoring.

I am sponsoring Schedules numbered RLM-1 through RLM-19.

3

4 SUMMARY OF ADJUSTMENTS

5

6

7

Please summarize the adjustments to rate base, operating income and

revenue requirements addressed in your testimony.

My testimony addresses the following issues:

8 Rate Base

9

10

11

Fair Value Rate Base - This adjustment states the fair value rate base by

giving equal weighting (50/50 split) to RUCO's adjusted original cost rate

base and RUCO's calculation of the reconstruction cost new depreciated

12 rate base.

13 This adjustment includes the

14

Construction Completed Not Classified

value of retired plant associated with the completed construction not

15 classified recommended for rate base treatment.

16 Annualized Intangible Assets This adjustment removes those assets,

17

18

which will be fully amortized shortly after the end of the test year and

includes those intangible assets that entered service shortly after the end

19

20

21

22

23

of the test year.

Retired Plant Associated With the Sale of the "TEP Bypass" - This

adjustment includes the value of retired plant associated with Tucson

Electric Power Company's cancellation of gas transportation service

through the "TEP Bypass", SWG's corresponding normalization of test-

5

A.

A.

Q.

Q.
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1 year revenue and the Company's acknowledgement of the upcoming sale

2 of these assets.

3 Accumulated Deferred Income Taxes Associated With Incentive

4

5

6

7

Compensation and the Supplemental Executive Retirement Plan - This is

a companion adjustment to recognize the deferred tax implications on

RUCO's operating income adjustments to the Company's incentive

compensation program and the supplemental executive retirement plan

8 discussed below.

9

10

Allowance For Working Capital - This adjustment is the difference in the

level of expense recommendations calculated by the Company and

11 RUCO.

12 Operating Income

13 Labor and This adjustment

14

Labor Loading Annualization Expense

reduces test-year operating expenses to reflect RUCO's recommended

15 level of annualized payroll and payroll taxes.

16 Injuries and Damages Expense This adjustment reflects RUCO's

17 determination of an average annual !even of expense.

18

19 adjustment corresponding

Paiute Allocation Annualization Expense This is a conforming

to the Company's acknowledgment of

20

21

22

23

omissions in the original filing expenses.

Depreciation and Amortization Annualization Expense - This adjustment

reflects depreciation and amortization expenses calculated on RUCO's

recommended gross plant in service.

6
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1 Property Tax Expense - This adjustment reflects the appropriate level of

2 property tax expense given RUCO's recommended level of net plant in

3 service.

4 Unnecessary and/or Inappropriate Expenses RUCO expanded the

5

6

scope of the Company's proposed adjustment to miscellaneous expense

adjustments and removed inappropriate expenditures not necessary in the

7

8

provisioning of gas service.

Management incentive Program This adjustment reflects RUCO's

9

10

11

12

determination to split the cost on a 50/50 basis for expenses associated

with employee incentive compensation.

Supplemental Executive Retirement Plan - This adjustment reflects

RUCO's determination to remove the cost of the supplemental executive

13

14

15

retirement plan.

Employee Recognition - This adjustment reflects RUCO's determination to

remove the costs of gifts and awards associated with employee

16

17

recognition.

Uncollectible Expense

18

This adjustment reduces test-year operating

expenses to reflect RUCO's recommended level of normalized

19

20

21

uncollectible expense.

Income Tax Expense - This adjustment reflects income tax expenses

calculated on RUCO's recommended revenues and expenses.

22

23

7
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1 Rate Design

2

3

4

5

6

Please explain your contribution to RUCO's recommended rate designs.

I was responsible for producing an accurate set of bill determinants (i.e.

test-year customer bill counts and terms consumed). After reviewing the

Company's workpapers, l accepted SWG's bill determinants adjusted for

weather normalization and customer annualization. I will be filing

7

8

9

10

Schedule RLM-18 on April 11, 2008 as part of RUCO's rate design

recommendations. An in-depth discussion of RUCO's proposed rate

design will be contained in the testimony of RUCO witness Marylee Diaz

Cortez, also to be filed on April 11, 2008.

11

12 REVENUE REQUIREMENTS

13 Please summarize the results of RUCO's analysis of the Company's filing

14 and state RUCO's recommended revenue requirement.

15

16

17

As outlined in Schedule RLM-1, RUCO is recommending that the increase

in the Company's revenue requirement not exceed:

SWG RUCO DIFFERENCE

18 $50,219,828 $31 ,296,285 ($18,923,543)

19

20

21

My recommended revenue requirement percentage increase versus the

Company's proposal is as follows:

22 SWG RUCO DIFFERENCE

23 12.58 % 7.84 % -4.74 %

A.

A.

Q.

Q.

8
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1

2

3

RUCO's recommended increase in Fair Value Rate Base ("FVRB") based

on the equal weighting of a 50/50 split between Original Cost Rate Base

("OCRB") and Reconstruction Cost New Depreciated Rate Base ("RCND")

is summarized on Schedule RLM-1 :4

5 SWG RUCO DIFFERENCE

6 $1 ,469,135,558 $1 ,463,643,611 ($5,491 ,947)

7

8

The detail supporting RUCO's recommended rate base is presented on

Schedules RLM-2, RLM-3, RLM-4, RLM-5 and RLM-6.

9

10 RUCO's recommended required operating income is shown on Schedule

11 RLM-1 as:

12 SWG RUCO DIFFERENCE

13 $103,457,659 $96,226,345 ($7,231 ,314)

14

15

Schedule RLM-1 presents the calculation of RUCO's recommended

revenue requirement.

16

17 RATE BASE

18 Fair Value Rate Base

19

20

Please explain the basis for your determination of the fair value rate base

("FVRB").

RUCO's determination of the FVRB consists of three elements.21 First, as

22 shown on RLM-2, the value of the OCRB was restated to reflect RUCO's

23 adjustment to the various rate base determinants. Second, as shown on

9

A.

Q.

l l I
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1 RLM-3, the value of the RCND was computed. Third, as shown of RLM-1 ,

2 the FVRB was computed on an equal weighted basis (50/50 split)

3 between RUCO's OCRB and RCND.

4

5 Please elaborate on the first element of RUCO's FVRB determination.

6

7

The first element consists of adjustments to the OCRB. As shown on

RLM-4, RUCO made three adjustments to the OCRB, each of which is

8 discussed in detail below.

9

10 Please elaborate on the second element of RUCO's FVRB determination.

11

12

13

The second element is the computation of the RCND. RUCO's RCND

was computed by multiplying RUCO's OCRB by the percentage difference

between the Company's OCRB and its RCND as filed.

14

15 Please elaborate on the third element of RUCO's FVRB determination.

16

17

The third element is the computation of the FVRB. RUCO computed the

FVRB by calculating a 50/50 split between RUCO's OCRB and its RCND.

18

19

20

This adjustment to fair value rate base decreased the test-year rate base

by $5,491 ,947.

21

22

23

A.

A.

Q.

Q.

A.

Q.

10
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1

2

3

4

5

6

Rate Base Adjustment No. 1 - Completed Construction Not Classified

Please explain your adjustment to completed construction not classified

("CCNC").

In response to RUCO data request 2.1, the Company acknowledged there

were corresponding plant retirements associated with the CCNC identified

in its Adjustment No. 17.

7

8

9

10

Therefore, my adjustment recognizes these plant retirements, because it

is necessary to match the test-year plant additions not classified with the

test-year retirements not classified .

11

12

13 however,

14

Thus the adjustment reduces the gross plant in service by the value of the

retirements ($66,377), the adjustment also reduces the

accumulated depreciation by an equal amount, which offsets any effect on

15 the rate base.

16

17

18

19

20

As shown on Schedule RLM-4 page 1, columns (D) and (E) and

supporting Schedule RLM-5, my adjustment decreases the adjusted rate

base by $0. However, this adjustment has an effect on the test-year

depreciation expense, which is discussed later in my testimony on

21 operating income.

22

23

A.

Q.

11
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1

2

3

4

5

6

7

8

Rate Base Adjustment No. 2 - Annualized Intangible Assets

Please explain the Company's proposed adjustment to annualize its test-

year intangible plant balances.

The Company's adjustment reflects construction expenditures made

before the end of the test year. However, the actual recording of this

construction activity into the plant accounts was made after the end of the

test year due to delays in entering the required information into the

Company's computer system.

9

10

11

12

13

14

15

Do you agree with this adjustment?

No, not entirely. In response to Staff data requests 6.59 and 11.4, the

Company acknowledged it had over-estimated costs of certain intangible

plant additions in its original fi l ing. My adjustment decreases the

Company's proposed estimates of intangible plant additions with the

actual plant additions.

16

17 These additional plant assets were system allocable miscellaneous

18

19

20

21

intangible items primarily related to computer software. RUCO accepts

the Company's recommendation to assign a three-year service life on

these intangible plant assets, which will be discussed later in my testimony

regarding operating income.

22

23

A.

Q.

A.

Q.

12
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1 Thus the adjustment consists of determining the difference between the

2 estimated and actual costs, and adjusting SWG's rate base to reflect the

3 actual intangible plant additions.

4

5

6

7

As shown on Schedule RLM-4 page 2, column (E) and supporting

Schedule RLM-10, page 3, column (B), my adjustment decreases the

adjusted rate base by $79,231 .

8

9 Rate Base Adjustment No. 3 - Retired Plant Associated With the Sale of

10

11

12

13

14

15

the "TEP Bvpass"

Please explain your adjustment to retire plant associated with Tucson

Electric Power Company's ("TEP") cancellation of gas service provided

through the "TEP bypass".

In the testimony of Company witness Mr. Cattanach, he states SWG

annualized the test-year bills and volumes to reflect TEP's cancellation of

16 gas service pursuant to the "TEP bypass". Moreover, in response to

17

18

19

20

21

22

RUCO data request 7.2, the Company acknowledged there was an

upcoming sale of the meters and pipes that service TEP planned for

March 31, 2008 to transfer ownership to TEP. Because SWG annualized

the end of test-year revenues based on end of test-year customer levels, it

is also appropriate to annualize rate base items, such as plant in service

and accumulated depreciation to reflect this adjusted customer level.

23

A.

Q.
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1 Therefore, my adjustment recognizes the plant that will be retired as a

2 result of the "TEP bypass". This adjustment is necessary to match the

3 test-year plant balances with the test-year customer level.

4

5

6

7

Thus, this adjustment reduces the gross plant in service by the value of

the retirements ($210,619), however, the adjustment also reduces the

accumulated depreciation by an equal amount, which offsets any effect on

8 the rate base.

9

10

11

12

13

As shown on Schedule RLM-4 page 1, columns (G) and (H), my

adjustment decreases the adjusted rate base by $0. This adjustment

however has an effect on the test-year depreciation expense, which is

discussed later in my testimony on operating income.

14

15 Accumulated Deferred Income Taxes

16

Rate Base Adjustment No. 4

Associated With Management Incentive Program and the Supplemental

17 Executive Retirement Plan

18 Please explain your adjustment to accumulated deferred income tax

19 ("ADIT").

20 In response to Staff data request 11.11, the Company identified the ADIT

21 associated with the management incentive program ("MIP") and the

22 supplemental executive retirement plan ("SERP").

23

A.

Q.

14
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1 Have you removed the entire ADIT balance related to MlP and SERP from

rate base?2

3

4

5

6

7

No. Since these two expenses have only been excluded from rates since

SWG's last rate case, I have only removed the ADIT that has accrued

since rates last went into effect through the end of the current test year. in

this manner l have properly matched the MIP and SERP expense

disallowances with the applicable ADlT accruals.

8

9

10

11

Furthermore, as shown on Schedule RLM-4, page 3, I have limited my

ADIT adjustment related to MIP to 50 percent, since this was the portion of

MIP expenses that was disallowed in SWG's prior rate order.

12

13 This is a companion adjustment to the MIP and SERP adjustments

14 discussed below.

15

16

17

As shown on Schedule RLM-2, column (B), line 8, and supporting

Schedule RLM-4, page 3, my adjustment decreases the adjusted rate

base by $880,989.

18

19

20

21

Rate Base Adjustment No. 5 - Allowance For Working Capital

What level of working capital is the Company requesting?

requesting a total working capital allowance

22

23

The Company is of

$5,681,932. This is comprised of cash working capital of ($10,379,937),

materials and supplies of $12,389,898, and prepayments of $3,671 ,971 .

A.

Q.

A.

Q.

15
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1 What is the basis of the Company's cash working capital request?

2 The Company's cash working capital request is based on the results of a

3 lead/lag study.

4

5

6

7

8

9

10

11

Please explain cash Working capital and how a lead/lag study is used to

measure cash working capital.

Cash working capital is the amount of cash needed by the Company to

pay for goods and services in advance of the receipt of the associated

revenues. The most accurate way to determine the necessary cash

working capital requirement is through a lead/lag study. A lead/lag study

measures the time between when service is rendered to customers and

12 when the associated cash revenues are collected from customers

13

14

15

16

17

18

19

20

21

22

23

(revenue lead/lag). The lead/lag study also measures the time between

when goods and services are consumed in the production of utility service

and when the uti l i ty makes payment for those goods and services

(expense lead/lag). If the average lag in the receipt of revenues exceeds

the average lag in payment of expenses, the utility has a positive cash

working capital requirement. If the lead/lag study reveals that the average

lag in the receipt of revenues is less than the average lag in the payment

of expenses, the utility has a negative cash working capital requirement.

in the first situation, stockholders must provide cash working capital to

span the timing difference. in the latter situation, customers are supplying

the cash working capital necessary to pay expenses through their earlier

A.

Q.

A.

Q.

16
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1

2

payment of utility bills. The first situation requires an addition to rate base,

the latter situation requires a rate base reduction.

3

4

5

6

7

Does the Company's cash working capital calculation reflect an accurate

and appropriate level of cash working capital?

No. The Company has made several errors in its calculation of cash

working capital.

8

9 Please discuss these errors.

10

11

to

The Company-proposed interest lag of 84.65 days is incorrect because it

fails to include the interest expense related to its tax-deductible preferred

stock and fails to include the interest expense related to its customer

13

14

deposits. I have corrected both of these errors and recomputed an

interest expense lag of 83.80 days.

15

16

17

Did you review the Company's other calculations of revenue and expense

lags?

Yes.18

19

20

21

22

23

Do you agree with all of the revenue and expense lags calculated by the

Company?

No. In addition to the interest lag, I believe the 7.5-day expense lag

calculated by the Company for Other o&M Expenses is understated.

A.

Q.

A.

Q.

A.

Q.

A.

Q.

17
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1

2

3

4

5

How did the Company calculate the Other O&M Expense lag?

The Company examined each test-year expense voucher that exceeded

$10,000 and for each of these vouchers computed the lead/lag days

between the service period and the date of payment. The resultant 7.5-

day lag is the average of each of the individual test-year O&M expense

6 lags.

7

8

9

10

11

12

Why do you believe the Other O&M Expenses lag is understated?

In response to a data request, the Company provided samples of the

vouchers it had included in its calculation of the Other O&M Expense lag.

My examination of these vouchers revealed that a number of the vouchers

included in the Other O&M Expense lag calculation were misclassified as

13 expenses, when in fact these expenditures were Prepayments.

14

15

16

The inclusion of these prepayments as expenses in the lead/lag

calculation has the effect of understating the true expense lag.

17

18

19

20

21

What types of expenditures had the Company misclassified as expenses?

A number of large expenditures that the Company included in O&M

expense were payments for annual maintenance contracts, annual rental

payments, and extended warranties.

22

23

18

A.

Q.

A.

Q.

A.

Q.
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1

2

3

Under Generally Accepted Accounting Principles companies are required

to record expenditures that provide future benefit as Prepayments and to

amortize the expenditures over the period in which they provide benefit.

4

5 What adjustment have you made?

6

7

8

9

I have removed those vouchers that represent Prepayments from the

Company's calculation of the Other O&M Expense lag. I also removed

two invoices for unnecessary expenses ($17,200 as a sponsor for a golf

tournament and $19,548 for an advertisement in "Restauranteur of

10 Arizona").

11

12

13

14

15

Have you made any other adjustments to the Other O&M Expense lag?

Yes. In response to RUCO data request 6.1, the Company indicated that

it had made some errors in the compilation of the lag days for three

invoices. As shown on Schedule RLM-6, page 4, column (B), I have

16 corrected those errors.

17

18

19

Removal of the vouchers and correcting the lag days results in an

adjusted Other o&M Expense lag of 17.72 days.

20

21

22

23

19

A.

Q.

A.

Q.

l
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1 Are any other corrections and/or adjustments necessary to the Company's

2

3

4

5

6

lead/lag calculations?

Yes. As shown on Schedule RLM-6, page 2, column (B), I have adjusted

the expense levels included in the lead/lag study to reflect RUCO's

proposed level of expenses. This adjustment is necessary to synchronize

the lead/lag study with RUCO's pro-forma operating expenses.

7

8

g

10

11

Did you review the other components the Company included in its working

capital request?

Yes. I reviewed the Materials and Supplies and Prepayment balances the

Company included in its working capital request.

12

13

14

15

16

17

18

19

20

21

22

Are any adjustments necessary to these components?

Yes. The 13-month average Prepayment balance should be adjusted.

As just discussed above, the Company had misclassified several test-year

expenditures as O&M expenses, when in fact these expenditures were

Prepayments. I have removed these expenditures from the O&M

expenses included in the lead/Iag study and I made a corresponding

adjustment to include these amounts in the test year Prepayments

balance (except for the two invoices deemed unnecessary - $17,200 as a

sponsor for a golf tournament and $19,548 for an advertisement in

"Restauranteur of Arizona").

23

A.

Q.

A.

Q.

A.

Q.

20



s
I

l r

Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 As shown on Schedule RLM-6, page 5, I have transferred these

2 expenditures into the applicable month of the Prepaymerats account. I

3 have also reflected the effect on the Prepayment balance in each ensuing

4 month of the amortization of the prepayment.

5

6

7

This adjustment increases the 13-month average Prepayment balance by

$4,013,462.

8

9

10

11

Please summarize your adjustment to working capital?

RUCO recommends that the Company's cash working capital request be

adjusted to correct certain errors the Company made in its lead/lag study,

12 to reclassify certain test-year expenditures from O&M expense to

13

14

Prepayments, remove unnecessary expenditures and to synchronize with

RUCO's operating expense adjustments.

15

16

17

As shown on Schedule RLM-6, page 1, a decrease in the Company's

working capital request of $4,507,854 is necessary.

18

19

20

21

22

23

21

A.

Q.

I III III 11-11
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1 OPERATING INCOME

2

3

Operating Income Summary

Is RUCO recommending any changes to the Company's proposed

4

5

6

7

8

9

operating expenses?

Yes. As shown on Schedule RLM-8, pages 1 through 2, columns (B)

through (Q), I analyzed the Company's sixteen adjustments to its historical

test-year operating income and made several adjustments to the operating

income as filed by the Company. My review, analysis and adjustments

are explained below.

10

11

12

SWG Operating Income Adjustment No. 1 - Labor and Labor Loading

Annualization Expense

13

14

15

16 elements.

Please explain your adjustment to labor and labor loading expenses.

RUCO does not generally vary from the strict implementation of the

Historical Test-Year principle to avoid mismatches in the ratemaking

Therefore, I _disallowed the Company's proposed wage

17 increases to be effective in June 2008.

18

19

20

21

22

23

Please explain your computation associated with your adjustment.

After an analysis of the Company's workpapers, l accepted SWG's values

and methodology utilized to annualize the labor and labor loading, which

included annualization of the test-year payroll plus a 3 percent post test-

year payroll increase. to adhere to the Historical Test-YearHowever,

A.

Q.

A.

Q.

A.

Q.

22
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1

2

3

4

principle I made one adjustment to the Company's formula. I adjusted the

Company's proposed wage increase to be effective in June 2008 to zero,

no other adjustments to the Company's calculation of the annualization of

the labor and labor loading expense were made.

5

6

7

8

9

10

11

12

Why is RUCO disallowing the June 2008 wage increase?

The inclusion of the June 2008 wage increase has the effect of triple-

counting the increases in the salary and wage accounts - once for

annualization of the test-year salaries, a second time for the post test-year

2007 three percent increase, and a third time for the 2008 increase. The

Company's annualization adjustment to reflect estimated levels that will be

in effect in June 2008 creates a mismatch between rate base, revenues

13

14

15

16

17 annualized basis.

18

and expenses at the end of the test year. If the Commission were to

authorize rate recovery of the June 2008 payroll increases, the Company

would be creating biased rates by picking and choosing which rate base,

expense and revenue items it will reflect on an actual, projected or

The Company's logic that the June 2008 wage

increases should be allowed because they will be known and measurable

19

20

21

22

prior to the hearing in this proceeding could be extended to all other

operating income elements, since the Company will have recorded data

through May 2008 by the time the hearing commences, yet SWG did not

request post test year treatment of any other rate base, expense, or

revenue items.23

A.

Q.

23
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1 Please explain the rationale of RUCO's recommendation to include the

2 within grade movement and general wage increase effective May 2007

3 and June 2007 respectively, in the context of RUCO's strict adherence to

4 the Historical Test-Year principle.

5 RUCO carefully analyzed the timeliness of the labor cost increases

6 effective May 2007 and June 2007. Since the increases occurred within

7 days of the end of the test year, RUCO will accept as reasonable the

8 allowance of such annual adjustments for ratemaking treatment. This is

9 reasonable because these annual increases do not accurately coincide

10

11

12

with the staggered test year used in this case. Had SWG choose a test

year ending two months later these wage increases would have

automatically been included in operating expenses.

13

14

15

As shown on Schedule RLM-8, column (B) and supporting Schedule RLM-

9, my adjustment decreases adjusted test-year expenses by $2,613,490.

16

17

18

19

20

21

A.

Q.

A.

Q.

Operating Income Adjustment No. 2 - Injury and Damages Expenses

Please explain your adjustment to injury and damages expenses.

This is a conforming adjustment corresponding to the Company's

responses to RUCO Data Request 2.5 and Staff Data Request 1.53,

which recognized a failure to acknowledge $283,664 in expenses in the

Company's original filing
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1 Therefore, as shown on Schedule RLM-8, column (C), this adjustment

2 increased test-year expenses by $283,664.

3

4 Operating Income Adjustment No. 3 - Pauite Allocation Annualization

5

6

7

8

9

10

Expense

Please explain your adjustment to the Pauite allocation expense.

This is a conforming adjustment corresponding to the Company's

responses to RUCO Data Request 2.5 and Staff Data Request 1.85,

which acknowledged a failure to remove an aggregate $17,702 in

expenses in the Company's original filing.

11

12

13

Therefore, as shown on Schedule RLM-8, column (D), this adjustment

decreased test-year expenses by $17,702.

14

15

16

Operating Income Adjustment No. 4 - Depreciation and Amortization

Annualization Expense

17 Please explain your adjustment to depreciation and amortization

18

19

20

21

22

expenses.

The adjustment is primarily attributable to RUCO's rate base adjustments.

RUCO agrees with the set of depreciation rates that SWG is proposing to

implement on a going-forward basis and to amortize the intangible plant

included in the annualization adjustment over a three-year period .

23

25

A.

Q.

A.

Q.
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1

2

3

As shown on Schedule RLM-8, column (E) and supporting Schedule RLM-

10, pages 1 through 3, my adjustment decreases adjusted test-year

expenses by $58,204.

4

5

6

Operating Income Adjustment No. 5 - Property Tax Expense

Do you agree with SWG's methodology for computing gas utility property

taxes?7

8 Yes. I have used the same methodology to compute RUCO's

9

10

11

recommended level of property taxes. The difference in the amount I

calculated versus the Company is solely a result of our respective levels of

recommended net plant in service.

12

13

14

15

16

As shown on Schedule RLM-8, column (F) and supporting Schedule RLM-

11, RUCO and the Company, at the time of this filing, are in agreement on

the level of test-year net plant in service, therefore, the adjustment

increases adjusted test-year expenses by $0.

17

18

19

20

21

22

23

26

A.

Q.
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1

2

Operating Income Adjustment No. 6 - Disallowance of Inappropriate

and/or Unnecessarv Expenses

3

4

5

6

7

8

Please explain your analysis of the various operating expense accounts

that result in your removal of inappropriate or unnecessary costs for the

provisioning of gas service.

After review of all the journal entries in various FERC accounts and the

Company's response to RUCO Data Request 5.1, I determined there were

numerous expenditures that were questionable, inappropriate, extravagant

9 and/or unnecessary.

10

11 Therefore, as summarized on Schedule RLM-12, I have made an

12

13

14

15

16

17

18

19

adjustment to remove test-year expenses related to payments to

chambers of commerce, non-profit organizations, donations, club

memberships, gifts, awards, extravagant corporate events, advertising

and for various meals, lodging and refreshments, which are not necessary

in the provisioning of gas service. The back-up documentation denoting

each individual expense removed is recorded in Revised Exhibit A: FERC

Account Code 880, pages 1 to 18, FERC Account 921, pages 1 to 14,

FERC Account 923, page 1, and FERC Account 930, page 1.

20

21

22

23

RUCO provided SWG with a copy of the original Exhibit A in a data

request to the Company. SWG concurred with RUCO in certain

transactions and withdrew its request for recovery. The Company also

A.

Q.

27
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1

2

3

responded with comments as to the appropriateness and necessity of

each expense. After analyzing the Company's response, RUCO removed

$312,932 from the $517,302 test-year expenses submitted on the original

4 Exhibit A.

5

6

7

However, of the questionable invoices originally submitted by RUCO on

still remain expenditures that

8

Exhibit A there are questionable,

inappropriate, extravagant and/or unnecessary and that the Company

9

10

11

12

deems as appropriate charges for recovery from customers in rates. Such

"appropriate charges" include:

Massages for $2,160,

Gift certificates to theaters, restaurants and shopping malls for

13

14 Water,

15

16

17

18

$18,230,

ice, coffee, beverages and refreshments for Company

offices for $66,422 ,

Breakfast, lunch and dinners for meetings for $71 ,358,

Management off-site meetings at the Crowne Plaza Hotel, J W

Marriott Starr Pass Resort and Spa, Orange Tree Golf Resort for

19 $8,835, and

20

21

22

One Board of Directors' Meeting at the Southern Highlands Golf

Course (Company adjusted) for $5,365. (SWG agreed to remove

$3,107.51 itemized as beverages).

23

2.

4.

3.

1.

5.

6.

28
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1

2

As shown on Schedule RLM-8, column (G) and supporting Schedule

RLM-12, this adjustment decreased test-year expenses by $204,370.

3

4

5

6

7

8

9

10

11

12

Operating Income Adjustment No. 7 - Management Incentive Program

Please provide an explanation for RUCO's adjustment to the management

incentive program ("MIP") expenses.

After reviewing the Commission's position on MIP expense as authorized

in the recent UNS Gas rate case (Decision No. 70011, dated November

27, 2007), RUCO recommends a 50/50 sharing as a reasonable balancing

of the interests between ratepayers and shareholders. The MIP is

comprised of elements that relate to the Company's financial performance

and cost containment goals, matters that primarily benefit shareholders,

13

14

plus elements based on meeting customer service goals, which offers

for the , Company's customers to benefit from improved

15

opportunity

performance.

16

17 Therefore, I split the MIP expense level on a 50/50 basis.

18

19

20

As shown on Schedule RLM-8, column (H) and supporting Schedule RLM-

13, this adjustment decreased test-year expenses by $1 ,905,048.

21

22

23

A.

Q.

1

29
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Docket No. G-01551A-07-0504

1 Operating Income Adjustment No. 8 - Supplemental Executive Retirement

2 Plan

3

4

5

6

7

Please explain the basis for the adjustment you made to Supplemental

Executive Retirement Plan ("SERP") expenses.

The SERP is a retirement plan that is provided to a small select group of

high-ranking officers of the Company. The high-ranking officers who are

covered under the SERP receive these benefits in addition to the regular

8 retirement plan.

9

10

11

12

13

14

15

16

17

18

Should ratepayers be required to pay the cost of supplemental benefits for

the high-ranking officers of the Company?

No. The cost of supplemental benefits for high-ranking officers is not a

necessary cost of providing electric service. These individuals are already

fairly compensated for their work and are provided with a wide array of

benefits including a medical plan, dental plan, life insurance, long term

disability, paid absence time, and a retirement plan. If the Company feels

it is necessary to provide additional perks to a select group of employees it

should do so at its own expense.

19

20 In recent ACC Decisions did the Commissioners determine whether SERP

21 expenses were recoverable?

22

23

Yes. Recently, the Commission agreed with RUCO that SERP expenses

should not be the burden of ratepayers. in Southwest Gas' latest rate

30

A.

Q.

A.

Q.

A.

Q.

l I Ill I ill-ll |-
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 case, (Decision No. 68487, dated February 23, 2006) the Commission

2 agreed with RUCO that SERP should be excluded from operating

3 expenses. In Arizona Public Service's most recent rate case, (Decision

4 No. 69663, dated June 28, 2007), the Commission voted to disallow

5 SERP. Moreover, the Commission voted to disallow SERP in the UNS

6

7

8

Gas rate case (Decision No. 70011, dated November 27,2007). There is

no reason to depart from this precedent, therefore, RUCO recommends

the removal of the test-year cost of the SERP from operating expenses.

9

10

11

As shown on Schedule RLM-8, column (I) and supporting Schedule RLM-

14, this adjustment decreased test-year expenses by $1 ,940,914.

12

13

14

15

16

17

Operating Income Adjustment No. 9 - Employee Recognition

Please explain the basis for your adjustment to operating expenses for the

removal of costs associated with employee recognition.

As previously explained in Operating Expense Adjustment No. 6, RUCO

believes it is inappropriate to burden ratepayers with expenses related to

18

19

payments to chambers of commerce, non-profit organizations, donations,

club memberships, gifts, extravagant corporate events,awards,

20

21

advertising and for various meals, lodging and refreshments, which are

not necessary in the provisioning of gas service.

22

23

31

l

Q.

A.

l l
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Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 Therefore, in the Company's responses to RUCO data request 2.4 and

2 Staff Data Request 1.42, SWG acknowledged $54,174 was recorded in

3

4

the test-year general ledger for employee recognition, this amount

included expenses for such things as gift certificates to theaters,

5 restaurants and shopping malls, etc.. The Company's response also

6 states that no portion of the $54,174 has been removed in any other

7 adjustment.

8

g As shown on Schedule RLM-8, column (J), this adjustment decreased

10 test-year expenses by $54,174.

11

12

13

14

Operating Income Adjustment No. 10 - Uncollectible Expense

Please explain the basis for your adjustment to operating expenses for the

decrease in the uncollectible expense.

15

16

Through discovery I reviewed and analyzed three years of expenses

recorded in FERC account 904 uncollectible accounts from 2004

17 through 2006.

18

19

20

21

My analysis indicated this expense was sufficiently volatile to recommend

a test year adjustment to acknowledge the wide variation in annual costs

and to provide recovery of a normalized level of uncollectibles.

22

23

32

A.

Q.
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1 My adjustment to the test year uncollectible expense in the instant case

2 consisted of two elements. First, I calculated the annual three-year

3

4

5

average of the ratio of the yearly uncollectible expense to that year's

revenue for 2004 through 2006. Second, I multiplied this computed

average ratio by RUCO's adjusted test-year revenue.

6

7

8

As shown on Schedule RLM-8, column (K) and supporting Schedule RLM-

15, this adjustment decreased test-year expenses by $752,652.

9

10

11

12

13

14

15

16

17

Operating Income Adjustment No. 11 - Gain On The Sale Of Property

Please explain your adjustment to operating expenses for the equity

realized from the Company's sale of property.

In its response to Staff data request 9.1, the Company acknowledged it is

appropriate to share the gain on the disposition of assets with the

ratepayers on a 50/50 basis. Therefore, my adjustment reflects a 50

percent share of the net proceeds realized from the sale of land and

structures identified through discovery.

18

19

20

21

22

Historically, the Commission has determined similar adjustments should

be amortized over a multi-year period, so to be consistent with the

Commission's decision and other adjustments in this case, the gain has

been amortized over a three-year period.

23

A.

Q.

33
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1 As shown on Schedule RLM-8, column (L) and supporting Schedule RLM-

2 16, this adjustment decreased test-year expenses by $69,699.

3

4

5

Operating Income Adjustment No. 12 - Income Tax Expense -  This

adjustment reflects income tax expenses calculated on RUCO's

6

7

8

recommended revenues and expenses.

As shown on Schedule RLM-8, column (Q) and supporting Schedule

RLM-17, this adjustment increased test-year expenses by $3,118,244.

9

10 RATE DESIGN AND PROOF OF RECOMMENDED REVENUE

11

12

13

14

15

16

Please explain your contribution to RUCO's recommended rate designs.

I was responsible for producing an accurate set of bill determinants (i.e.

test-year customer bill counts and terms consumed). I am in agreement

with the bill determinants normalized by the Company. My recommended

bill determinants are an integral part of the rate design presented on

Schedule RLM-19, pages 1 through 4, to be filed on April 11, 2008.

17

18

19

Ms. Marylee Diaz Cortez will discuss RUCO's proposed rate design and

structure in her testimony.

20

21

22

23

A.

Q.

34
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1

2

Have you prepared a Schedule presenting proof of your recommended

revenue?

3

4

Yes, I have. Proof that my recommended rate design will produce the

recommended required revenue as illustrated, is presented also on

Schedule RLM-19.5

6

7 COST OF CAPITAL

8 Is RUCO proposing any adjustments to the Company proposed cost of

9

10 A.

11

12

13

14

capital?

Yes, as shown on RLM-18, this adjustment decreases the Company's cost

of common equity and therefore its weighted cost of capital by 62 basis

points from 9.45 to 8.83 percent to reflect current market conditions.

This adjustment is fully explained in the testimony of RUCO witness

William A. Rigsby.

15

16 Does this conclude your direct testimony?

17 Yes, it does.

A.

A.

Q.

Q.

Q.

35
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APPENDIX 1

Qualifications of Rodney Lane Moore

EDUCATION: Athabasca University
Bachelor's Degree in Business Administration 1993

EXPERIENCE: Public Utilities Analyst v
Residential Utility Consumer Office
Phoenix, Arizona 85007
May 2001 - Present

My duties include review and analysis of financial records and other
documents of regulated utilities for accuracy, completeness, and
reasonableness. l am also responsible for the preparation of work
papers and Schedules resulting in testimony and/or reports
regarding utility applications for increase in rates, financings, and
other matters. Extensive use of Microsoft Excel and Word,
spreadsheet modeling and financial statement analysis.

Auditor
Arizona Corporation Commission
Phoenix, Arizona 85007
October 1999 - May 2001

My duties include review and analysis of financial records and other
documents of regulated utilities for accuracy, completeness, and
reasonableness. I am also responsible for the preparation of work
papers and Schedules resulting in testimony and/or reports
regarding utility applications for increase in rates, financings, and
other matters. Extensive use of Microsoft Excel and Word,
spreadsheet modeling and financial statement analysis.

RESUME OF RATE CASE AND REGULATORY PARTICIPATION

utility Company Docket No.

Rio Verde Utilities, Inc WS-02156A-00-0321

Black Mountain Gas Company G-03703A-01-0283

W-02025A-01-0559Green Valley Water Company

New River Utility Company W-01737A-01-0662
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Utility Company Docket No.

W-0'l917A-01-0851Dragoon Water Company

Roosevelt Lake Resort, Inc. W-01958A-02-0283

G-01551A-02-0425Southwest Gas Company

Arizona-American Water Company W-01303A-02-0867 et al,

Rio Rico Utilities,\ Inc. WS-02676A-03-0434

T-01051 B-03-0454

W-02113A-04-0616

G-01551A-04-0876

w-01303A-05-0405

Qwest Corporation

Chaparral City Water Company

Southwest Gas Company

Arizona-American Water Company

Far West Water and Sewer Company WS-03478A-05-0801

SW-0251 QA-06-0015Gold Canyon Sewer Company

Arizona-American Water Company WS-01303A-06-0403

UNS Gas, Inc. G-04204A-06-0463 et al.

E-04204A-06-0783UNS Electric, Inc.

Tucson Electric Power Company E-01933A-07-0402

2
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

TABLE OF CONTENTS TO RUCO SCHEDULES

LINE
no.

SCH.
no.

PAGE
no. TITLE

- COMPLETED CONSTRUCTION NOT CLASSIFIED

- MISCELLANEOUS INTANGIBLE PLANT

- RETIRED TEP BYPASS PLANT

- ADIT ASSOCIATED WITH MIP AND SERP

. CALCULATION OF WORKING CAPITAL

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

RLM-1 1 & 2

RLM-2 1

RLM-3 1

RLM-4 1 s. 2

RLM-5 1 s. 2

TESTIMONY, RLM

TESTIMONY, RLM

RLM-4 3

RLM-6 1 TO 5

RLM-7 1

RLM-8 1 & 2

RLM-9 1

TESTIMONY, RLM

TESTlMONY, RLM

RLM-10 1 & 2

RLM-11 1

RLM-12 1

RLM-13 1

RLM-14 1

TESTIMONY, RLM

RLM-15 1

RLM-16 1

RLM-17 1

RLM-18 1

RLM-19. 1 TO 4

REVENUE REQUIREMENT

RATE BASE . ORIGINAL COST

RATE BASE . RECONSTRUCTED COST NEW DEPRECIATED

SUMMARY OF TEST~YEAR PLANT ADJUSTMENTS

RATE BASE ADJUSTMENT no. 1

RATE BASE ADJUSTMENT no. 2

RATE BASE ADJUSTMENT no. 3

RATE BASE ADJUSTMENT no. 4

RATE BASE ADJUSTMENT no. 5

OPERATING INCOME

SUMMARY OF OPERATING INCOME ADJUSTMENTS

OPERATING INCOME ADJUSTMENT no. 1

OPERATING INCOME ADJUSTMENT NO. 2

OPERATING INCOME ADJUSTMENT NO. 3

OPERATING INCOME ADJUSTMENT no. 4

OPERATING INCOME ADJUSTMENT no. 5 - PROPERTY TAX

OPERATING INCOME ADJUSTMENT no. 6 - UNNECESSARY/INAPPROPRIATE EXPENSES

OPERATING INCOME ADJUSTMENT no. 7 - MANAGEMENT INCENTIVE PROGRAM

OPERATING INCOME ADJUSTMENT no. B _ SUPPLEMENTAL EMPLOYEE RETIREMENT PLAN

OPERATING INCOME ADJUSTMENT NO. g - EMPLOYEE RECOGNITION

OPERATING INCOME ADJUSTMENT no. 10 - UNCOLLECTIBLE EXPENSE

OPERATING INCOME ADJUSTMENT no. 11 - GAIN ON SALE OF PROPERTY

INCOME TAX CALCULATION

COST OF CAPITAL

RATE DESIGN AND PROOF OF RECOMMENDED REVENUE (FILED SEPERATELY)

. LABOR ANNUALIZATION

. INJURIES AND DAMAGES EXPENSES

- PAIUTE ALLOCATION ANNUALIZATION

- ANNUALIZED DEPRECIATION AND AMORTIZATION EXPENSE
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-1
Page 2 of 2

GROSS REVENUE CONVERSION FACTOR

LINE
NO. DESCRIPTION REFERENCE (A)

1
2
3
4
5
6

CALCULATION OF GRoss REVENUE CONVERSION FACTOR:
Revenue

Less: Uncollectibles
Subtotal

Less: Combined Federal And State Tax Rate
Subtotal
Revenue Conversion Factor

Adjusted 3-Yr Average Uncollectible Expense (See RLM-15)
Line 1 - Line 2

Line 14
Line 3 -Line 4
Line 1 / Line 5

1.0000
0.0022
0.9978
39.60%
0,6017
1.6619 I

7
8
9

1 0
1 1
1 2
1 3
1 4

CALCULATION OF EFFECTIVE TAX RATE:
Arizona Taxable Income
Arizona State Income Tax Rate
Federal Taxable Income
Applicable Federal Income Tax Rate
Effective Federal income Tax Rate

Subtotal
Revenue Less Uncollectibles
Combined Federal And State Income Tax Rate

Line 7 - Line 8
Tax Table

Line 9 X Line 10
Line a + Line 11

Line 3
Line 12 X Line 13

I

1 .0000
0.0697
0.9303
35.17%
0.3272
0.3969
0.9978
39.60%
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-2
Page 1 of 1

RATE BASE - ORIGINAL cosT

LINE
NO. DESCRIPTION

(A)
COMPANY

FILED
AS OCRB

(B)
RUCO
OCRB

ADJUSTMENTS REF.

(C)
RUCO

ADJUSTED
AS OCRB

1 $ 2,053,847,890 $ (356,233) (1)

(1)

$ 2,053,491,657

2
3

Gas Plant In Service
Less:

Accumulated Depreciation And Amortization
Net Gas Plant In Service (Line 1 - Line 2) $

752,275,563
1 ,301,572,327 $

(276,996)
(79,237) $

751,998,567
1,301,493,090

Additions:
4
5

Allowance For Working Capital (RLM-6, Page 1)
Total Additions (Line 4)

$
$

5,681,932
5,681,932

$
$

(4,507,854)
(4,507,854)

(2) $
$

1,174,078
1,174,078

$ $ $

(3)

6
7
8
9

Deductions:
Customer Advances In Aid Of Construction
Customer Deposits
Deferred Income Taxes

Total Deductions (Sum Of Lines 6,7 &8)

(37v910,017)
(31,921,B98)

(142,S32,297)
(212,464,212) $

(880,989)
(880,989)

(37,910,017)
(31,921,B98)

(143,513,2B6)
(213,345,201)

10

$

TOTAL ORIGINAL COST RATE BASE (Sum of Lines 3, 5 &9) $ 1 ,094,790,047 $ (5,468,080)

$

$ 1,089,321,967

References :
Column (A): Company Schedule B-t
Column (B): References:

(1) Schedule RLM-4, Page 1
(2) Schedule RLM-S, Page 1
(3) Schedule RLM-3, Page 3

Column (C): Column (A) + Column (B)
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-3
Page 1 of 1

RATE BASE I RECONSTRUCTED cosT NEW DEPRECIATED

UNE
no. DESCRIPTION

(A)
COMPANY

FILED
AS RCND

(B)
RUCO
RCND

ADJUSTMENTS

(C)
RUCO

ADJUSTED
AS RCND

1 $ 3,224,193,614 $ (559,226) $ 3,223,634,383

2
3

Gas Plant In Service
Less:

Accumulated Depreciation And Amortization
Net Gas Plant in Service (Line 1 - Line 2) $

1 ,173,930,265
2,050,263,349 $

(432,254)
(126,972) $

1,173,498,011
2,050,138,377

Additions:
4
5

Allowance For Working Capital
Total Additions (Line 4)

$
$

5,681,932
5,681,932

$
$

(4,507,854)
(4,5D7,854)

$
$

1,174,078
1,174,078

$ $ $ (37,910,017)
(31,921,B98)

(143,513,286)
(213,345,201)

e
7
8
g

Deductions:
Customer Advances In Aid Of Construction
Customer Deposits
Deferred Income Taxes

Total Deductions (Sum Lines 6, 7 & B)

(37,910,017)
(31 ,921 ,898)

(142,632,297)
(212,464,212)

(880,989)
(880,989) $

$10 TOTAL RCND RATE BASE

$

$

$

1,843,481,069 $ (5,515,815) 1 ,837,965,254

References :
Column (A): Company Schedule B-1
Column (B): Column (C) - Column (A)
Column (C): OCRB (RLM-2, Column (C)) X Same Ratio As The Company's RCND Is To Its OCRB (144.84%)

l l l l u  l
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cò
OT*

39
o
t
co
LO

c?
(D

8» - o z
389852

5 < D 6
< Q u

8083 < he ea ea

I I I I I | I I I I

»"-..
u..

| -
Z

3 8'D.

8' 8»- >
o
| -

(D
of ofT*n I 1-O)

LowUD of::F 4
O28N m<6 an1-U3
-1°-

o N o I D9§i 3v¢»<85s4~F v N ; F m w ¢ n F 6 w n  .
U) ea c a W N M W N Q D°>3~_8.v:9 nm qwm  . .1q¢g7¢1g ID1- P

O)
of

LD

( O
c o
1 . -

o3-
Q
" 1£0
Lm

go
3

ea vo <49

\
coco
v
l~ _r_
mm
mm

| t I I I I I i I I I I I I I I i I I I \ a I I

of
q-
"1
m
o'>

of:

O)
r-

vo ccm
N ...J LE
o 9 :L

QS 3 C
Q. 4 j
<1 § _

-_ E

1-1--.-r
E91
o
* 1
co
1 0

he ea ea

Q
QQ,

988
go 'o  8 8
Q Q

5.58
Q Q ;
388
o E ' 6

I a | a I I I l I I I I I I I I I I 1 I l I I I I I | I 1 I

39
Q
"1
co
10

he ea ea
m

I a I I | I I I I I

r~ In emf \-n.s§§§8%3&§§8s
§3§§§8"§~388
¢,;¢6-5`N- m` .

* c o

co
of
1.-

E
3oo
m

coco
, ,com

t'-l\-

com
CDU)
ac:
coco

C\1

m

<6
o

BE
o
* t
co
Lm

c l
(D

ea et <-A

m
on
as
D.
<31-

I

*cy 2
_x
Cr

(D

et
I I I I I I I \ I II  8

C\1 Q
1- q- (D
co Q8

c*> mP 1-
F T*

ca -<1cuc»lc:>oo>r-l-.tn (D
o o 8 c o o o v n o m = - o c a o o o a c v w
* 1-C\lv"v-l.OiD¢(\I1-(D(DC\l
o > c o o f > 8 o > c n o o n m u o r - c o c o
m u m r - v n m m w o o

of-¢o>~a-on LT of

I\-
FJ
Q
Q
O)
et
(D
co1-

39
O
v
(O
LT

of.
co
N

q-
OF

w
w

o
=z'.
1-.1

ET >-
p r v _|

MQ 6 5 830: 5zl.u!..
<§= D D

wm <
< 6

3 3
|- :E
5 5 5

m
|- Q,9.835 -

893 9
l-O 1
4 0 8O" >-_|
z < g
9 :1-1.u

3888"
m

8 3* mi s
n u- D § u J

U J D K
._1(_)B.
u.OLUw<0

53LU LIJ8*°3~>-J<
Z < ><»-
Q_O
E I -
o
O

69 he et

3
LLI

as Hz
o no

3 3
o  o  oQ E E 88838338888ZZZZZZZZZ

glug$gg$$gg$$3e28882 nz88dd<dwNR°§4d2§

C
8
8C 4-4 *".. C Q

3 m3 E ._D.. o .cq)
re

.E

I -
z

3
G..

O

Ia c:
us

'EEL >. I I

L.
8
O
cu
LL

o3̀ Ez41898a > E -

8.._crfl).=Lu._

W
8 ._

E so 8 -4-»
ET Et o %-E_ >
! 8 2 3 ? 8 ? 3 3 8 €E u w f m Q Q ,we .gm...(DE_l_u=g.E
8 §_..II= ._ U'l_l_l_._ WE g3 § = E < 3 g m m E

° ' D . l ' U * i g 3 8
* . ` : " " "

C

0) N 10 *-

|-
8
D.
LlJ
_I
m<o
3
_J<
8'| -O| -

. Q
~8
8
<

,lg<O
O
:I<
8t-O|-

8
$3
38
' f  a
3 8
$13

129°" Q E
QS

BEE

EQ
go¢<
=>_~§
..D.

83895°
$39
8:8
E E E
0 6 6

LU
E
<
z
I-
z
:>
o
O
O
<

rug#ET%
Q88

'é 88>
5 § m 8 2
a n - ¢ > c89
8'E 5-.°.!.- c o§'§¢_g§|-
E
4"ou':§

-Q 8

a »815
E o 9

W E E °5we 2 as
5 3 , 6 5 ' : o.

8 3 E E 5
3332358 -4:

& ~ ~ 2 ! " §28823.
"£92%

8 " 3-.E-5
3 a._ Eu.

§ 3 § § l 3 3 3 ; § , § 2Ev 3383 kg Elsa
§35m38E§a£:8§§*

5 .Oo< z
Q  Q  Q
1- (\l (")
O  o  c a
m (*J m

"Z QQQQQQQW W©®Oy@NI*-I"-l"-I*-f*-CDMIIDOCOmmmmmmmmm
O1--C\1©~:'1-*CJOCDCDCDCNICJ
O)C)Ov*°r-C\l("}'<l'\I9(DI'*-I--CO® ® ® ® ® @ ® @ @ @ @ ® ®
m m m m m m m m m s

38
C I D Q2*-?N
*5l~ -
538
9:5 a
o m <
u0*'cm9 mwe;
44 -Luwe
s=="o§2>-
og"
W D I 8

z  o 1- N CO <r o N m =r
LD (D P*- M O) 1- I: v v.-" ~r-

38

9 © N ® ® O v N © ¢ W ® N ® c>
N

o(q 1"
m

8
D
C
m
1. .
GJ

q ,
GJ

Q :



1
»

l I

Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-4
Page 3 of 3

LINE

NO DESCRIPTION

EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 4
ACCUMULATED DEFERRED INCOME TAX (ADIT) ASSOCIATED WITH MIP AND SERP

(A) (B) (C)
ADITASSOCIATED ADIT ASSOCIATED ADIT ASSOCIATED

WITH MIP WITH MIP WITH SERP
ACCT20701371 ACCT 24201371 ACCT 24201387 REFERENCE

1
2

Deferred Income Tax Asset (Liability)
April 30, 2007
April 30, 2006

$ 406,289
631 ,459

$ 1 ,775,833
497,556

$ 7,804,183
7,449,748

Co. Response To Staff DR 11-11
Co. Response To Staff DR 11-11

3 Test-Year ADIT $ 225,170 $ $ (354,435) Sum Lines 1 And 2

4 Total ADIT Assoicated With MIP $

5

6

(1 ,278,277)

(1,053,107)

50.00%

(526,554)

Sum Columns (A) & (B), Line 3

See RLM Testimony & RLM-13

Line 4 X Line 5

7

8

g

RUCO Adjustment To Split MIP 50% - Ratepayers & Shareholders

RUCO Adjusted MlP $

RUCO Adjusted SERP

Total Adjustment To Test-Year ADIT

RUCO Adjustment (See RLM-2, Column (B), Line 8)

$

$

$

(354,435) Line 3, Column (C)

(880,989) Sum Line 6 And 7

(880,989) Line 8
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Southwest Gas Corporation

Docket No. G-01551 A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-5
Page 1 of 1

EXPLANATION OF SWG TEST-YEAR RATE BASE ADJUSTMENT no. 1 - CQNT'D
COMPLETED CONSTRUCTION NOT CLASSIFIED

(A) (B) (C) (D)
ACTUAL
CONST.
COST

LINE

no.

ACCT.

no. DESCRIPTION

CONST.

WK ORDER

RETIRET

WK ORDER

IN-SER.

DATE

(E)
ACTUAL
RETIRE'T

COST

1
2

303 $
$

$
$

3 374 $

$

733,126 $

$4
5
6
7
8
9

378
376
376
378
376

ARIZONA DIRECT
Intangible Plant

Miscellaneous Intangible
Total Intangible

Distribution
Land and Land Rights

Mains
Franchise Replacements
Regular Replacement
Pressure Reinforcement
Cathodic Protection
High Pressure Dist.

Total Acct 376

527,574
190,569
121,747
171,752
518,422

1,530,064 $

s

(22,897)

10
11
12

378
380
385

Regulator Station
Services
Regulator Station-Lrg

(41,047)
(1,288)
(1,145)

13

$

$ 325,675

117,130

$ 2,705,995 $ (68,377)

14
15
16
17
18

390.1
391
392

391.1

Total Distribution Plant
General

Structures and Improve.
Office Furniture & Equip.
Transportation Equip.
Computer Equipment

Total General Plant

$ 21,443
215,492

27,184

$

19 SUBTOTAL ARIZONADIRECT CCNC PLANT

$ 270,120

$ 2,975,115

$

$ (66,377)

20
21

303

SYSTEM ALLOCATE PLANT
Intangible Plant

Miscellaneous Intangible
Total intangible

$
$

1 ,696,000
1 ,696,000

$
$

General
22
23
24
25
26

390.1
391
392

391.1

Structures and Improve.
Office Furniture & Equip.
Transportation Equip.
Computer Equipment

Total General Plant

$ 265,254
28,258

$

432,587
726,099

27 SUBTOTAL SYSTEM ALLOCATE CCNC PLANT

$

$ 2,422,099

$

$

pa Allocation Factor (Arizona 4-Factor)

SUBTOTAL AMOUNT ALLOCATED TO ARIZONA CCNC PLANT

56.70% 56.70%

29

30 TOTAL CCNC PLANT

31 RUCO RECOMMENDED TOTAL CCNC PLANT

$ 1,373,330

$ 4,349,445

$ 4,349,445

$

$

$

(66,377)

(66,377)

32 Company As Filed

RUCO ADJUSTMENT TO ARIZONA DIRECT CCNC

4,349,445

33 $ $ (86,377)

Reference
Columns (A) (B): Company Response To RUCO Date Request No. 1.17 And 2.1
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-6
Page 1 of 5

EXPLANATION OF TEST-YEAR R,¢lTE BASE ADJUSTMENT no. 5
SUMMARY OF THE ALLOWANCE FOR WORKING CAPITAL

(A)
LINE
no . DESCRIPTION REFERENCE AMOUNT

1
2
3

Cash Working Capital Per SWG
Cash Working Capital Per RUCO
Adjustment

SWG SCH. B-5, Page 1
RLM-6, Page 2, Line 14
Line 2 - Line 1

(10,379,937)
(15,229,282)
(4,849,345)

4
5
6

Materials And Supplies Per SWG
Materials And Supplies Per RUCO
Adjustment

SWG SCH. B-5, Page 1
SWG SCH. B-5, Page 1
Line 5 - Line 4

12,389,898
12,389,898

7
8
g

Prepayments Per SWG
Prepayments Per RUCO
Adjustment

SWG SCH. B-5, Page 1
RLM-6, Page 5, Line 15
Line 8 - Line 7

$

$

$

$

$

$

$

3,671,971
4,013,462

341,491

10 Total Adjustment Sum Lines 3, 6, & 9 (4,507,854)
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Southwest Gas Corporation
Docket No. G-01551 A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-6
Page 2 of 5

EXPLANATIONN OF TEST-YEAR RATE BASE ADJUSTMENT no. 5 - CONT"D
ALLOWANCE FOR WORKING CAPITAL

LEADILAG DAY SUMMARY

(B) (D) (E)

LINE
no. DESCRIPTION

(A)
COMPANY
EXPENSES
AS FILED

RUCO
ADJUSTM'TS

(C)
RUCO

EXPENSES
AS ADJUSTED

(LEAD)/LAG
DAYS

DOLLAR
DAYS

1
2
3
4

$ $ $ 42.30
12.33
120.00
17.72
35.96

$Cost Of Gas
Labor Cost
Provision For Uncollectible Accts
Other O & M

Total O & M Expenses

540,064,385
117,038,570

2,977,729
54,826,860

714,907,544 $

(6,513,626)
(752,652)

(8,127)
(7,274,405)

540,064,385
110,524,944

2,225,071
54,818,733

707,633,139 $

22,842,405,297
1,363,305,727

267,009,303
971 ,137,425

25,443,857,753$

$ 1,675,397

$

$ 82.73
185.34
37.00
51 .75
45.60

$5
6
7
8
9

Interest
Taxes Other Than Income Taxes
Income Taxes
Revenue Taxes
Total Operating Expenses $

48,035,008
33,124,880
21 ,699,571
97,747,450

915,514,453 $

9,975,295
3,201 ,510
4,376,287 $

49,710,405
33,124,880
31 ,674,B56

100,949,080
923,092,350 $

4,112,541,775
6,139,365,177
1,171,970,019
5,224,113,855

42,091 ,848,579

39.53
(6.07)

Co. Workpapers
Line 10 - Line 9

10
11
12 365 Test Year

13

14

15

Revenue Lag

Number Of Days In Test Period

Average Daily Operating Expenses $

Net Difference Rev - Exp Lag

Cash Working Capital

2,508,259 Col. (A) Line g / Line 12

(6.07) Col. (D) Line 11

$ (15,229,282) Col. (A), Line 13 X Line 14

l l l ll Lu l l u H Ill lllll\l\l\ l \I\llI
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-6
Page 3 of 5

EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 5 _ CONT"D
ALLOWANCE FOR WORKING CAPITAL

CALCULATION OF PREFERRED EQUITY LAG

LINE
no .

MID-POINT OF
SERVICE PERIOD

(A)
PAYMENT

DATE

(B)
PERCENT
PAYMENT

(C)
(LEAD)/LAG

DAYS

(D)
DOLLARS

DAYS

1

2

3

4

7/1/2006

7/1/2006

7/1/2006

7/1/2006

3/31/2006

6/30/2006

9/30/2006

12/31/2006

25.00%

25.00%

25.00%

25.00%

(92)

(1)

91

183

(23.00)

(0.25)

22.75

45.75

10000% 45.255

6

Totals

Preferred Equity Lag 45.25
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Southwest Gas Corporation
Docket No. G-01551 A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-6
Page 4 of 5

EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 5 - CONT"D
ALLOWANCE FOR WORKING CAPITAL
CALCULATION OF OTHER O & M LAG

(A) (B) (C)
LINE
no. MONTH COST LAG DAYS DOLLAR DAYS

1
2
3
4
5
6
7
8
9

10
11
12

May 2006
June
July
August
September
October
November
December
January 2007
February
March
April

$ 2,596,715
2,611 ,117
2,546,481
2,460,510
2,021 ,521
3,018,228
2,733,777
3,394,550
5,019,712
5,258,382
4,465,924
2,608,462

0.22
35.15
18.55
36.74
35.60
52.99
45.29
(6.46)
(2.82)
9.77
29.44
(17.75)

$ 566,253
91 ,799,499
47,227,421
90,404,740
71 ,973,470

159,935,937
123,820,351
(21 ,943,520)
(14,168,034)
51 ,397,591

131,524,579
(46,306,652)

13 Total $ 38,736,380 17.72 $ 686,231,635

l II I' l l I'l l
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Southwest Gas Corporation
Docket No. G-01551 A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-6
Page 5 of 5

EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 5 I CONT"D
ALLOWANCE FOR WORKING CAPITAL

CALCULATION OF ADJUSTED PREPAYMENTS

(A) (B) (C) (D)
ADJUSTED
BALANCE

LINE
no. MONTH BALANCE DEBITS CREDITS

$ $ $ $1 April 2006

2 May

3 June

18,221

4 July

5 August

6 September

7 October

8 November

9 December

10 January 2007

11 February

12 March

22,000

195,806

15,186

66,720

128,656

163,132

112,506

126,085

76,149

13,396

1,518

1,518

3,352

19,669

20,934

26,494

37,216

50,810

60,185

70,693

77,03813 April

14 Total

15 13 Month Average

$

$

5,367,019

4,571 ,452

3,756,402

5,219,958

9,299,535

8,623,454

7,836,438

6,430,014

9,144,710

8,343,687

7,723,320

6,044,664

5,600,962

87,961 ,615

6,766,278 56.70%

$

$

5,367,019

4,589,673

3,773,104

5,257,142

9,529,173

8,848,609

8,107,379

6,803,117

9,643,729

8,904,402

8,349,935

6,676,735

6,169,390

92,019,406

4,013,462

Q

References:
Column (A):
Column (B):
Column (C):
Column (D):

Company Schedule B-5, Page 4
Company Schedule B-5, Workpaper Sheets 30 - 59
Column (B) Prior Months Accurals / 12 Months
Column (D) Prior Month + Column (B) Current Month - Column (C) Current Month +
Column (A) Current Month - Column (A) Prior Month
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-7
Page 1 of 1

OPERATING INCOME

LINE
NO. DESCRIPTION

(A)
COMPANY

AS
FILED

(B)
RUCO

TEST YEAR
ADJ'TMENTS

(C)
RUCO

TEST YEAR
AS ADJUSTED

<D)
RUCO

PROPOSED
CHANGES

(E>
RUCO
AS

RECOMMENDED

1
2
3

Revenues
Gas Cost

TOTAL MARGIN

$

$

399,234,678

399,234,678

$

$

$

$

399,234,678

399,234,878

$

$

31,298,285

31,296,285

$

$

430,530,964

430,530,964

4
5
6
7
8

EXPENSES:
Other Gas Supply
Distribution
Customer Accounts
Customer Information
Sales

$ 701,601
89,528,455
38,730,909
1,126,796

s (25,254)
(2,467,490)
(1 ,811 ,510)

(20,117)

$ 676,347
87,060,965
36,919,399
1,106,679

$ $ 676,347
87,060,965
36,919,399
1 ,106,579

g
10

Administrative & General
Direct
System Allocable

4,009,539
52,937,155

(290,519)
(2,659,515)

3,719,020
50,277,640

3,719,020
50,277,640

11
12
13

Depreciation & Amortization
Direct
System Allocable
Regulatory Amortizations

80,956,247
6,646,938

284,528

(11 ,621 )
(46,583)

80,944,825
6,600,356

284,528

80,944,625
6,600,356

2B4,528

14
15
16

Other Taxes
Interest On Cust. Deposits
Income Taxes

33,124,880
1,915,314

16,092,218

33,124,880
1,915,314

19,210,462

33,124,880
1,915,314

31,674,866

17 TOTAL EXPENSES $

3,118,244

(4,214,365) $ 321,840,214 $

12,464,404

12,464,404 $ 334,304,618

18 NET INCOME(LOSS)

$
$
$

326,054,578
(2)

73,180,098 $ 77,394,464 $ 96,226,345

References:
Column (A):
Column (B):
Column (C):
Column (D):
Column (E):

Company Schedule C-1
Testimony, RLM And Schedule RLM~8
Column (A) + Column (B)
Testimony, RLM And Schedule RLM-1, Pages 1 8. 2
Column (C) + Column (D)
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-9
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 1
LABOR AND LABOR LOADING ADJUSTMENT

LINE
no. DESCRIPTION

(A) (B)
COMPANY Ruco

LABOR & LABOR LOADING LABOR & LABOR LOADING
ADJUSTMENT AS ADJUSTED

(C)
RUCO

LABOR & LABOR LOADING
ADJUSTMENT

1
2
3
4
5

Other Gas Supply
Distribution
Customer Accounts
Customer Information
Sales

$ 16,522
1,539,648

694,914
13,313

$ 1 ,452
175,380
75,208
1 ,402

$ (15,070)
(1 ,364,26B)

(619,707)
(11 ,910)

6
7

Administrative & General
Direct
System Allocable

24,518
578,837

2,803
(1 ,982)

(21,716)
(580,819)

8 TOTAL $ 2,867,752 $ 254,262 $ (2,813,490)

9 RUCO ADJUSTMENT TO LABOR AND LABOR LOADING (See RLM-7, Page 1, Col (B)) $ (2,613,490)

References:
Column (A): Company WP's C-2, Column (d)
Column (B): See RUCO WP's Labor & Loading Adj. # 1 (Deficiency l C-2 Adjustments/ Column (d))
Column (C): Column (B) - Column (A)

l ll ll Lu Lu I IHII\lll H III\lll\ l lllllllllllll\lllll\\llll\ IH l IH ullluu l l
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Southwest Gas Corporation
Docket No, G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-10
Page 1 of 3

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 4
DIRECT PLANT TEST YEAR DEPRECIATION EXPENSE

LINE
no.

ACCT.
no.

(A)
TOTAL
PLANT
VALUE

(B)
CO. PROPOSED
DEPRECIATION

RATE

(C)
TEST YEAR

DEPREC'N

EXPENSE

301
302
303

$ Amortized
Amortized
Amortized

$1
2
3
4 $

42,653
1 ,877,392
1 ,957,665
3,8'/7,710 $

61,015
12,594
73,609

374,1
374.2
375
376
378
380
381
385
387

$ NA
2.17%
0.39%
3.82%
4.12%
5.30%
1.98%
4.31%
5.26%

$5
6
7
8
9
10
11
Hz
13
14

Intangible Plant:
Organization
Franchises 8< Consents
Miscellaneous Intangible

Total Intangible Plant
Distribution Plant:

Land & Land Rights
Rights Of Way
Structures
Mains
Measuring & Regulating Station
Services
Meters
industrial Measuring & Regulating Station
Other Equipment

Total Distribution Plant
General Plant:

$

1 ,084,811
1 ,064,064

110,557
984,753,881
32,713,046

605,264,706
226,663,229

7,383,843
462,730

1 ,859,500,867 $

23,051
431

37,617,598
1 ,347,777

32,079,029
4,487,932

318,244
24,340

75,898,402

389
390.1
390.2
391

391 .1
392.1
393
394
395
396
397

397.2
398

$ NA
1.84%

Amortized
2.73%
14.B7%
7.65%
2_0B%
2.17%
3.93%
3.88%
8_88%
6.19%
4.53%

$15
16
17
18
19
20
21
22
23
24
25
26
27
28

Land & Land Rights
Structures
Structures - Leasehold Improvements
Oftice Furniture And Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop And Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Telemetering Equipment
Miscellaneous Equipment

Total General Plant $

8,418,416
26,092,410

986,219
5,655,651
8,563,368

31,153,543
542,520

5,225,024
279,065

4,309,295
2,658,259

789,376
892,348

95,565,494 $

480,100
53,321

154,399
1 ,273,373
2,383,246

11 ,284
113,383
10,957

167,201
236,053
4B,862
40,423

4,972,614

$ 1,958,944,071 $29
30
31

Total Direct Plant, Depreciation And Amortization
Total Amortization - Limited Term Gas Plant
Total Depreciation and Amortization $

80,817,695
126,930

80,944,625

32
33

Company As Filed
Difference

1,959,221 ,067
(276,998) $

80,956,247
(11 ,621 )

34 RUCO ADJUSTMENT TO TEST YEAR DIRECT DEPRECIATION EXPENSE (See RLM-B, Page 1, Column (E)) $ (11,621)

References:
Column (A): RLM-4,Page1, Column (M)
Column (B): Company Workpapers
Column (C): Column (A) X Column (B)
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Southwest Gas Corporation

Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-10
Page 2 of 3

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 4 u CONT'D
SYSTEM ALLOCABLE PLANT TEST YEAR DEPRECIATION EXPENSE

LINE
no.

ACCT.
NO.

(A)
TOTAL
PLANT
VALUE

(B)
CO PROPOSED
DEPRECIATION

RATE

(C)
TEST YEAR
DEPREC'N
EXPENSE

301.0
302.0
303.0

$ 61,816 0.00%
Amortized
Amortized

$1
2
3
4 $

113,204,513
113,266,329

#
$

7,058,485
7,058,485

374.1
374.2
375.0
376,0
378.0
380.0
381 .0
385.0
387.0

$ 0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%

$5
5
7
8
9
10
11
12
13
14

Intangible Plant:
Organization
Franchises 8; Consents
Miscellaneous Intangible

Total Intangible Plant
Distribution Plant:

Land & Land Rights
Rights Of Way
Structures
Mains
Measuring & Regulating Station
Services
Meters
Industrial Measuring & Regulating Station
Other Equipment

Total Distribution Plant
General Plant:

$ $

389.0
39011
390.2
391 .o
391 .1
392.1
393.0
394.0
395.0
396.0
397.0
397.2
398_0

$ 0.00%
2.50%

Amortized
8.16%
16.15%
7.20%
7.20%
16.03%
11.16%
4.77%
8.51%
40.23%
11.09%

$15
16
17
18
19
20
21
22
23
24
25
26
27
28

Land & Land Rights
Structures
Structures - Leasehold Improvements
Office Furniture And Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop And Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Telemetering Equipment
Miscellaneous Equipment

Total General Plant $

391,307
13,961,544
4,232,644
9,441 ,847

14,791 ,422
3,495,826

86,303
24,106

232,096
281,078

5,376,875
286,958
882,254

53,484,260 $

348,983
184,348
770,455

2,388,755
251,699

e,z14
3,864

25,902
13,407

457,594
115,443
97,845

4,664,510

29
30
31

Total System Allocable Plant, Depreciation And Amortization S 166,750,589
Total Amortization - Limited Term Gas Plant (SeeRLM-10, Page3 For Clarification)
Total Depreciation and Amortization

$

$

4,480,162
7,160,677

11,640,839

Company As Filed
Difference
Allocation Factor

TOTALS

$
$

$
$

32
33
34
35 $

166,890,337
(139,748)

56.70%
(79,237) $

11,722,995
(82,156)
56.70%
(46,583)

36 RUCO ADJUSTMENT TO TEST YEAR SYSTEM ALLOCATED DEPRECIATION (See RLM-8, Page 1, Column (ED $ (46,583)

References:
Column (A): RLM-4, Page 2, Column (M)
Column (B): Company Workpapers
Column (C): Column (A) X Column (B) Plus Further Clarification RLM-10, Page 3
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Southwest Gas Corporation
Docket No. G-01551 A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-10
Page 3 of 3

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 4 . CONT'D
ANNUALIZATION SYSTEM ALLOCABLE PLANT DEPRECIATION AND AMORTIZATION

(B) (D) (E)

LINE
no. DESCRIPTION

(A)
ESTIMATED

CWIP
INTANGIBLES

ADJMT TO
INTANGIBLES

(Q)
ACTUAL

PIS
INTANGIBLES

ANNUALIZED
PROVISION REFERENCE

11.4)
128,129
25,900
76,084
37,781

$ 42,710
8,633

25,361
12,594

1
2
3
4
5
6
7
8
9

10
11

Projects in CWlP Which Closed Before
Autocad Map 3D 2007 $
Pi Data Access
Receivables Software
Load Balancer
MacKinney VS/Cobol License
Citrix Presentation License
San Lefthand Network Expan
EMRS/LMR Software Module
EMRS Software
Oracle UPK Licenses
Oracle PUI Licenses

82,628
15,489

27,543
5,163

12/31/07 (Per Co. Response To STF
180,000 $ (51 ,871> $
24,000 1,900

105,000 (28,916)
38,000 (219)
10,500 (10,500)
83,000 (372)
15,500 (11)

430,000 (430,000)
350,000 (350,000)
250,000 (60,602)
210,000 (37,600)

189,398
172,400

63,133
57,467

12
13
14
15
16
17
18
19
20
21
22

Revised List Of Projects in CWIP Which Closed Before 12/31/07 (Per Co, Sup
Comm Vault Licenses - 10,419
ACD Reporting License - 20,678
Powerbroker License - 10,926
Tivoli Workload Scheduler - 110,638
Powerbroker License - 11,960
Trident OS/EM Licenses - 55,300
MAPX GIS Software - 35,030
Oracle internet Licenses - 49,177
HP Licenses - 54,728
Ops Mgr Sewer Licenses - 61 ,285
WMS Test Project - 301 ,580

element Response
10,419
20,678
10,926

110,638
11,980
55,300
35,030
49,177
54,728
61,285

301,580

To STF 6.49)
3,473
e,a93
3,642

36,879
3,987

18,433
11,677
16,392
18,243
20,428

100,527

23 TOTALS $ 1,696,000 $ (246,470) $ 1,449,530 $ 483,177 Sum Of Lines 1 Thru 22

24
25
26

RUCO System Allocable Adjustment
Arizona 4-Factor

RUCO Allocated Arizona Rate Base Adjustment

$ (246,470)
56.70%

as (139,748)

Line 23, Column (B)
Co. W/P Dep-Amort Adj mt
Line 24 X Lirte 25

27 Ruco RB Adj mt No. 2 (See RLM-4, pg 2, Col (E>) $ (139,748) Line 26

28
29
30
31
32
33
34
35
36
37
38
39

$ 483,177
6,493,152

184,348
$ 7,160,677

7,560,997
(400,320)
186,182
(214,138)

56.70%

Line 23, Column (D)
Co. W/P Dap-Amort Adj mt
Co. W/P Dap-Amort Adj mt
Sum of Lines 28 Thru 30
Co. W/P Dap-Amort Adj mt
Line 31 - Line 32
Co. W/P Dep-Amort Adj mt
Line 33 + Line 34
Co. W/P Def-Amort Adj mt
Line 35 X Line 36
Co. Adj mt No. 14
Line 37 - Line 38

RUCO Adjusted Amort. CWlP Transferred To PIS
Recorded Amort. Intangible Plant

Recorded Amort. Leasehold Improvements
RUCO Adjusted Dep/Amort Expense

Recorded Dep/Amort Expense
RUCO Adjusted Total System Allocable Amortization

Recorded Total System Alocable Depreciation
RUCO Adjusted Total System Allocable Dep/Amort

Arizona 4-Factor
RUCO Adjusted System Allocated Dep/Amort

Company Adjusted System Allocated Dap/Amort
Difference In Adjusted System Allocated Dap/Amort

(121 ,416)
(74,834)
(46,582)

40 RUCO Adjustment (See RLM-8, Pages 1 & 2, Column (M)) (46,582) Line 39

References:
Column (A):
Column (B):
Column (C):
Column (D):

Company Workpapers "Dep-Amort Adjustment"
Column (C) - Column (A)
Company Response To Staff Data Request 11.4 And Response To Staff Dr 6.49
Column (C) Amortized Over Three Years
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-11
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 5
PROPERTY TAX COMPUTATION

LINE
no. DESCRIPTION (A) (B)

Calculation Of The Company's Full Cash Value:

1 Net Plant In Service $ 1,267,124,121

$ 12,389,8982
3

ADD:
Materials And Supplies (RLM-6, Page 1, Line 5)

Total (Line 2) $ 12,389,898

$
$

27,989,828
1 ,B23,920

4
5
6

SUBTRACTs
Original Cost New Balance Of Transportation Equipment (CompanyWorkpapers )
Land Rights (Company Workpapers)

Total (Line 2) $

7 COMPANY'S FULL CASHVALUE (Sum of Lines 1, 3, & 5) $

(29,793,748)

1,249,7202271

8
g

Calculation Of The Company's Tax Liability:
MULTIPLY: Company Full Cash Value By Valuation Assessment Ratio And Then By Property Tax Rates:

Assessment Ratio (Per House Bill 2779)
Assessed Value (Line 7 X Line 8) $

23.0%
2B7,435,682

10
11
12

Property Tax Rates:
Primary Tax Rate (2004 Tax Notice - Co.'s Data Response - "Property Tax")
Secondary Tax Rate (2004 Tax Notice - Co.'s Data Response - "Property Tax")

Estimated Tax Rate Liability (Line 10 + Line 11)

11.52%
0.00%

11.52%

13 COMPANY'S TAX LIABILITY - Based On Full Cash Value (Line 12 X Line 13) $ 33,112,588

14
15

Test Year Adjusted Property Tax Expense Per Company's Filing (Co. Sch. C-2, Adj No. 15))
Increase (Decrease) In Property Tax Expense (Line 13 - Line 14)

$
$

33,112,588

16 RUCO ADJUSTMENT TO PROPERTY TAX EXPENSE (See RLM-8, Page 1, Column (F)) $
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Southwest Gas Corporation
Docket No. G-01551A~07-0504
Test Year Ended April 30, 2007

Schedule RLM-12
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 6
MISCELLANEOUS ADJUSTMENTS

(A) (C) (D)

LINE
NO DESCRIPTION

ALLOCABLE
TOTAL

(B)
RUCO ADJUSTMENTS

ALLOC'N
FACTOR

ARIZONA
TOTAL

RUCO
AS ADJUSTED

Arizona Direct Accounts
B80 - Other Expenses 100.00% (110,809)1

2 Sub Total Arizona Direct Accounts $

(110,809)

(110,809) $ (110,809)

3
4
5

System Allocable Accounts To Arizona
921 - Office Supplies And Expenses
930 - Miscellaneous General Expenses

Sub Total Administrative And General Expenses

(148,689)
(16,322)

(165,010)

56.70%
56.70%

$

$

(84,306)
(9,254)

(93,561)

6 Sub Total System Allocable Accounts To Arizona

$

$

$ (165,010) $ (93,561)

7 TOTAL

B RUCO ADJUSTMENT TO MISCELLANEOUS ADJUSTMENTS (See RLM-8, Page 1, Column (G)) $

(204,370)

(204,370)

References:
Column (A):
Column (B):
Column (C):
Column (D):

Workpapers ExhibitA (880) Pages 1 To 18, (921) Pages 1 To 14, (923) Page 1, And (930) Page 1
Company Workpapers
Column (A) X Column (B)
Sums Of Column (C)
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended ApriI 30, 2007

Schedule R_m-13
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 7
MANAGEMENT INCENTIVE PROGRAM

(A) (B) (C) (D)

LINE

NO DESCRIPTION

ALLOCABLE

TOTAL

ALLOC'N

FACTOR

ARIZONA

TOTAL

RUCO

AS ADJUSTED

100.00%
100.00%

1
2
3
4

Arizona Direct Accounts
Exempt Special Incentive
Service Planning Quality Incentive Award

Sub Total Arizona Direct Accounts
Allocation Factor At A 50/50 Split

$
290,004
290,004

290,004
$ 290,004

-50.00%
$ (145,002)

$ 58.70%
56.70%
56.70%

$5
6
7
8
g
10

$

5,919,502
151 ,250
137,522

6,208,274

3,356,358
85,759
77,975

$ 3,520,091

-50.00%

System Allocable Accounts To Arizona
Management lncdentive Plan
Exempt Special Incentive
Service Planning Quality Incentive Award

Sub Total Administrative And General Expenses
Allocation Factor At A 50/50 Split
Sub Total System Allocable Accounts To Arizona $ 6,208,274 $ (1 ,760,046)

11 TOTAL (1 ,905,048)

12 RUCO ADJUSTMENT TO MISCELLANEOUS ADJUSTMENTS (See RLM-8, Page 1, Column (H» $ (1 ,905,048)

References:
Column (A):
Column (B):
Column (C):
Column (D):

Company Response To Staff Data Request 1.78
Company Workpapers
Column (A) X Column (B)
Sums Of Column (C)
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-14
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 8
SUPPLEMENTAL EMPLOYEE RETIREMENT PLAN

(A)
COMPANY
AS FILED

(B) (C) (D)
RUCO

ADJUSTMENT
LINE
NO DESCRIPTION

ALLOCATIONS:
we c-2, Adj #3,

sh 8, L 11
Distributed Total
RUCO DR 14-1.a

1 Arizona $ $

2

(1,395,7B1)

(54,102)

3

Corporate Direct

Other Jurisdictions

4

5

System Allocable

Total (Sum of Lines 1, 2, 3 s. 4) $

1,395,781

54,102

1,041,113

858,016

3,357,012 $

(866,016)

(2,f594,658)

FUNCTIONALIZATIONz
DISTRIBUTION
PRECENTAGE
See NOTE A

DISTRIBUTION
Of Col (D), Line 1

ALLOCATION
FACTOR

RUCO
ADJUSTMENT

RLM-8, Pg 2, Col (H)

6
7
8

0.73%
67.99%
30.69%

$ 100.00%
100.00%
100.00%

$

9

Other Gas Supply
Distribution
Customer Accounts
Customer information 0.59%

(10,184)
(949,044)
(428,347)

(8,206) 100.00%

(10,184)
(949,044)
(428,347)

(8,206)

10 SUBTOTAL Sum Of Lines 6 Thru 9) 100.00% (1,395,7B1 ) $ (1,395,7B1)

11
12

Administrative & General
Direct
System Allocable

DISTRIBUTION
of Col (D), L 2 & L4

(54,102)
(866,016)

100.00%
56.70%

(54,102)
(491,031 )

13 TOTAL (Sum of Lines 10, 12 & 13) (See RLM-8,Pg 2,Col (H)) $ (t,940,914)

NOTE A

To Determine The Distribution Ratio Of Arizona Direct SERP
By Allocating Expenses At The Same Percentage As Labor Loading in SWG's Adjustment No. 3

14
15
16

DISTRIBUTION
PRECENTAGE

0.73%
67.99%
30.59%

17
18

Operating Expenses
Other Gas Supply
Distribution
Customer Accounts
Customer Information

SUBTOTAL

SWG ADJ'MT NO.3
SWG SCH. C-2

$ 16,522
1,539,648

594,914
13,313

2,264,397$
0.59%

100.00%

19
20
21

Administrative & General
Direct
System Allocable

SUBTOTAL

$

$

$

24,518
578,837
603,355

22 TOTAL 2,867,752
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-15
Page 1 of 1

OPERATING INCOME ADJUSTMENT no. 10
NORMALIZATION OF THE UNCOLLECTIBLE EXPENSE

(A) (B)
OPERT'G REVENUES

COMPANY DATA
E-2 & 2004 A. R.

(D)

LINE
no. DESCRIPTION

UNCOLLECTIBLES
COMPANY DATA
RUCO D.R. 1 .12

(C)
RATIO OF

UNCL'TIBLES TO REV
coLumn (A) /(B)

RUCO
ADJUSTMENT

1
2
3

2004 Year-End
2005 Year-End
2006 Year-End

1,355,278
1,447,967
2,538,849

$ 693,070,359
748,627,816
895,549,006

0.00196
0.00193
0.00283

4 0.00672

5 0.00224

6

7

8

992,659,342

2,225,077

2,977,729

9

10

Three Year Ratio Total (Sum Of Lines 1 Thru 3)

RUCO Adjusted Ratio Uncollectible Expense To Revenue - 3-Yr Average (Ln 4 /3 Yrs)

RUCO Adjusted TY Rev. (Sch. RLM-7, Col. to), Ln 1 + Gas Costs of $593,424,665) $

RUCO Adjusted Uncollectible Expense (Ln 5 X Ln 6) $

Company Recorded Uncollectible Expense (Per Co. W. P.'s) $

Difference (Ln 7 - Ln 8)

RUCO Adjustment (Line 9) (See RLM-8, Pages 1 & 2, Column (K))

$

$

(752,652)

(752,652)
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-16
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT no. 11

GAIN ON SALE OF PROPERTY

(A)

LINE

NO DESCRIPTION

RUCO

AS ADJUSTED

1 Gain On Sale Of Property (Per Co. Response To Staff Data Request 1.96) $ 418,196

2 Sharing Percentage Befvveen Ratepayers And Shareholders 50.00%

3 Ratepayers Portion Of The Gain (Line 1 X Line 2) $ 209,098

4 Amortization Period 3 Years

5 Decrease In Test-Year Operating Expenses (Line 3 / Line 4) $ (69,699)

6 RUCO Adjustment (Line 5) (See RLM-8, Pages 1 & 2, Column (L) $ (69,699)
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-17
Page 1 of 1

EXPLANATION OF OPERATING INCOME ADJUSTMENT
INCOME TAX EXPENSE

(A) (B)

LINE

NO. DESCRIPTION REFERENCE AMOUNT

FEDERAL INCOME TAXES:

1 Schedule RLM-6, Column (C), Line 18 + Line 16 $ 96,604,926

2
3
4

Operating Income Before Taxes
LESS :

Arizona State Tax
interest Expense

Federal Taxable Income

Line 11
Note (A) Line 21

Sum Of Lines 1,2 & 3 s

(3,401,069)
(47,795,091 )
45,408,766

5
6

Federal Tax Rate
Federal Income Tax Expense

Schedule RLM-1, Page 2, Column (A), Line 10
Line 4 X line 5 $

35.17%
15,972,492

STATE INCOME TA><Es:

7 Line 1 $ 96,804,926

8
9

Operating Income Before Taxes
LESS:

Interest Expense
State Taxable Income

Note (A) Line 21
Line 7 + Line 8 $

(47,795,091 )
48,809,835

10 State Tax Rate Tax Rate 6,96B0%

11 State \income Tax Expense Line 9X Line 10 $ 3v401,069

TOTAL INCOME TAX EXPENSE:

$12
13
14
15
16
17

Federal Income Tax Expense
State Income Tax Expense
South Georgia Amortization
Investment Tax Credit

Total Income Tax Expense Per RUCO
Total Income Tax Expense Per Company Filing (Schedule C-1)

Line 6
Line 11

Company Schedule C-1, Sheet 17, Column (C), Line 8 + Line 18
Company Schedule C-1, Sheet 17, Column (C), Line 19

Sum Of Lines12,13, 14 & 15 $

15,972,492
3,401,069

365,253
(528,352)

19,210,462
16,092,218

18 Ruco ADJUSTMENT TO INCOME TAX EXPENSE (See RLM 7, Page 2, Column (Q)) Line 16 - Line 17 $ 3,118,244

19
20
21

x

NOTE (A);
Interest Synchronization:
Adjusted Rate Base (Schedule RLM-2, Column (C), Line 10)
Weighted Cost Of Debt (Schedule RLM-18, Column (F), Line 1 + Line 2)
Interest Expense (Line 19 X Line 20)

$

$

1,089,321 ,967
4.39%

47,795,091
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Southwest Gas Corporation
Docket NO, G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-18
Page t of 1

COST OF CAPITAL

(A) (B) (C)

LINE

NO. DESCRIPTION

CAPITAL

RATIO COST

WEIGHTED
COST

1 51.00% 7.96% 4.06%

2

Long-term Debt

Preferred Stock 4.00% 8_20% 0.33%

3 45.00% 9.88% 4.45%

4

Common Equity

TOTAL CAPITAL 100.00%

5 WEIGHTED COST OF CAPITAL 8.83%

References:
Column (A): Company Schedule D-1
Column (B): Testimony, WAR
Column (C): Column (A) X Column (B)
Column (C) Line 5: Sum Of Column (C) Lines 1 Thru 3
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Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551 A-07-0504

1 INTRODUCTION

2

3

4

5

6

Please state your name, position, employer and address.

Rodney L. Moore, Public Utilities Analyst v

Residential Utility Consumer Office ("RUCO")

1110 West Washington Street, Suite 220

Phoenix, Arizona 85007.

7

8

9

Have you previously filed testimony regarding this docket?

Yes, I have. I filed direct testimony in this docket on March 28, 2008.

10

11

12

13

14

What is the purpose of your additional direct testimony?

My additional direct testimony will address RUCO's rate design and prove

that this rate design will produce RUCO's recommended revenue. Also I

have included an analysis of a typical residential bill.

15

16

17

To support RUCO's position in this additional direct testimony, I have

prepared Schedules numbered RLM-19 and RLM-20.

18

19

20

21

22

23

A.

Q.

A.

A.

Q.

Q.

t



Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 RATE DESIGN

2

3

4

5

6

7

8

9

10

11

Please explain your contribution to RUCO's recommended rate designs.

As shown on Schedule RLM-19, I was responsible for producing an

accurate set of bill determinants (i.e. test-year customer bill counts and

terms consumed). After reviewing the Company's workpapers, l

accepted SWG's bill determinants as adjusted for weather normalization

and customer annualization. An in-depth discussion of RUCO's proposed

rate design is contained in the testimony of RUCO witness, William

Rigsby. In summary, for residential customers, RUCO proposes a

monthly basic service charge of $11.50 and a commodity charge of

$008803 for all terms consumed.

12

13

14

Please explain elements of the rate design.

Schedule RLM-19 illustrates the elements of RUCO's rate design

15

16

17

18

proposed by Mr. Rigsby in his testimony, which are:

1. Provides a positive move to mitigate the Company's risk of not

recovering its authorized revenue requirement by placing more cost

recovery into basic customer charge,

19 Is consistent with the Company's Cost of Service Study

20

21

parameters,

Eliminates the two-tier volumetric rates to send appropriate price

22 signals regarding gas conservation, and

23

A.

A.

Q.

Q.

2.

3.

2



Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 Resets the beginning PGA to zero, by shifting all existing gas costs

2 to base rates.

3

4 PROOF OF RECOMMENDED REVENUE

5 Have you prepared a Schedule presenting proof of your recommended

revenue?6

7

8

Yes, I have. Proof that RUCO's recommended rate design will produce

the recommended required revenue as illustrated, is presented on

9 Schedule RLM-19.

10

11 TYPICAL BILL ANALYSIS

12

13

14

15

Have you prepared a Schedule representing the financial impact of

RUCO's recommended rate design on the typical residential customer?

Yes, l have. A typical bill analysis for residential customers with various

levels of usage is presented on Schedule RLM-20.

16

17 Please provide an excerpt of RUCO's rate structure that illustrates

18

19

20

21

22

23

RUCO's rate design goals as set forth in the testimony of Mr. Rigsby that

captures these fundamental changes in SWG's current rate design.

Schedule RLM-20 provides an extensive breakdown of the effects of

RUCO's proposed rates on the G-5 Residential Customer. Below is a

chart gleaned from Schedule RLM-19 comparing SWG's proposed rates

to RUCO's proposed annual rates:

A.

Q.

A.

Q.

Q.

A.

4.

3



Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551 A-07-0504

$12.80

Total Gas Costs

$1 .49065

SWG Proposed Rates and Charges

Basic Monthly Service Charge

Non-Weather Sensitive Use - Charge Per Therm

Margin (Non-Gas Costs) PGA (Gas Costs)

$088069 $0.60996

Weather Sensitive Use .- Charge Per Therm

Margin (Non-Gas Costs) PGA (Gas Costs)

$0.00 $1 .49065

Total Gas Costs

$1 .49065

$11.50

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

RUCO Proposed Rates and Charges

Basic Monthly Service Charge

All Consumption - Charge Per Therm

Margin (Non-Gas Costs)

$0.880298

PGA (Gas Costs)

$060996

Total Gas Costs

$1 .49026

16 Does this conclude your direct testimony?

17 Yes, it does.A.

Q.

4
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule RLM-20
Page 1 of 1

SINGLE . FAMILY RESIDENTIAL TYPICAL BILL ANALYSIS
COMPARISON OF PRESENT MONTHLY CHARGES TO COMPANY PROPOSED AND RUCO PROPOSED

(A) (B)
TOTAL

MONTHLY COST
PRESENT RATES

(E) (F)
RUCO INCREASE OVER PRESENT

LINE
no DESCRIPTION

USAGE
THERMS

(C)
TOTAL

MONTHLY COST
COMPANY PROPOSED

<D)
TOTAL

MONTHLY COST
Ruco PROPOSED CHANGE PERCENTAGE

$
$

20.84
25.52

s
s

s

1
2

3

4
5

6
g

13

15
19

22.15
25.82

31.49

36.17
40.84

$ 30.19

SinrJ\e-Famllv Residential Gas Service
Summer {Mav - October)

50% Average Summer Usage perMonth
75% Average SummerUsage perMonth

100% Av erage Monthly Summer Use

125% AverageSummerUsage per Month
150%Average Summer Usage per Month

$
$

s

$
s

15.97

23.61

28.25

32.86
37.36

s
$

s

$
s

$
$

3486
39.53

s
$

1.87
1,91

1.94

2.01
2.17

9.86%
8.07%

6.88%

B.10%
5.B1 %

G
7

22
33

s
$

s
s

s8 43 $

4.90%
3.75%

3.59%

9
10

Winter (November - A frill
50%Average VWn!er Usage per Month
75%Average Vlhnier Usage per Month

100% Av erage Monthly Winter  Use

125% Average Winter Usage per Month
150% Average Vlhnier Usage per Month

54
65

$
s

s

s
s

41 .76
57.7B

73.47

89.05
104.54

$
s

45.11
61 .27

77.42

93.58
109.73

$
$
$
$
$

43.80
59.95

7e.1o

92.26
108.41

$
$

2.05
2.17

2.63

3.20
3.77

350%
350%

RATE SCHEDULES

DESCRIPTION
BASICSERVICE

CHARGE
NON-GAS
cosTs

GAS
c os T

TOTAL
GAS COST

11 s 9.70

12
13

PRESENT RATES
SinqleFamilv Residential Gas Service

Summer (Mav - October)
Basic Service Charge per Month

Commodity Charge per Them
First 15 Theirs
Over 15 Thermo

s
$

0.54200
0.50100

$
s

0.93689
00936B9

s
s

1 A7889
1437B9

14 $ 9,70

15
16

\Mnter (November - April\
Basic Service Charge per Month

Commodity Charge per Therm
Firsi35 Thermo
Over 35 Therms

s
s

0.54200
0.50100

$
s

0.93559
0.93659

s
$

1 .47889
1 .437B9

12.8017
18
19

COMPANY PROPOSED RATES
SinclleFamIlv Residential Gas Service

All Year Around And All Usage
, Basic Service Charge per Month $

Non- Weather Sensitive Use - Commodity Charge per Therm
Weather Sensitive Use - Commodity Charge per Therm

$
s

0.88069 s
s

0.80996
49985

s
s

1 .49085
1.49065

s 11.5020
21

RUCO PROPOSED RATES
SinuleFamilv Residential Gas Service

AIL Year Around And All Usage
Basic Service Charge per Month

Commodity Charge per Therm s u8802s5 s 050996 $ 1.49025
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Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 INTRODUCTION

2

3

4

5

6

Please state your name, position, employer and address.

Rodney L. Moore, Public Utilities Analyst V

Residential Utility Consumer Office ("RUCO")

1110 West Washington Street, Suite 220

Phoenix, Arizona 85007.

7

8

9

Have you previously filed testimony regarding this docket?

Yes, I have. I filed direct testimony in this docket on March 28, 2008.

10

11

12

13

14

What is the purpose of your additional direct testimony?

My additional direct testimony will address RUCO's rate design and prove

that this rate design will produce RUCO's recommended revenue. Also I

have included an analysis of a typical residential bill.

15

16

17

To support RUCO's position in this additional direct testimony, I have

prepared Schedules numbered RLM-19 and RLM-20.

18

19

20

21

22

23

A.

A.

A.

Q.

Q.

Q.

1
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Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A.07-0504

1 RATE DESIGN

2

3

4

5

6

7

8

9

10

11

Please explain your contribution to RUCO's recommended rate designs.

As shown on Schedule RLM-19, I was responsible for producing an

accurate set of bill determinants (i.e. test-year customer bill counts and

terms consumed). After reviewing the Company's workpapers, I

accepted SWG's bill determinants as adjusted for weather normalization

and customer annualization. An in-depth discussion of RUCO's proposed

rate design is contained in the testimony of RUCO witness, William

Rigsby. In summary, for residential customers, RUCO proposes a

monthly basic service charge of $11.50 and a commodity charge of

$0.055352 for all terms consumed.

12

13

14

Please explain elements of the rate design.

Schedule RLM-19 illustrates the elements of RUCO's rate design

15

16

17

18

proposed by Mr. Rigsby in his testimony, which are:

1. Provides a positive move to mitigate the Company's risk of not

recovering its authorized revenue requirement by placing more cost

recovery into basic customer charge,

19 Is consistent with the Company's Cost of Service Study

20

21

parameters,

Eliminates the two-tier volumetric rates to send appropriate price

22 signals regarding gas conservation, and

23

A.

A.

Q.

Q.

2.

3.

2



Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 Resets the beginning PGA to zero, by shifting all existing gas costs

2 to base rates.

3

4 PROOF OF RECOMMENDED REVENUE

5

6

Have you prepared a Schedule presenting proof of your recommended

revenue?

7

8

Yes, I have. Proof that RUCO's recommended rate design will produce

the recommended required revenue as illustrated, is presented on

9 Schedule RLM-19.

10

11 TYPICAL BILL ANALYSIS

12

13

14

15

Have you prepared a Schedule representing the f inancial impact of

RUCO's recommended rate design on the typical residential customer?

Yes, I have. A typical bill analysis for residential customers with various

levels of usage is presented on Schedule RLM-20.

16

17 Please provide an excerpt of  RUCO's rate structure that illustrates

18

19

20

21

22

23

RUCO's rate design goals as set forth in the testimony of Mr. Rigsby that

captures these fundamental changes in SWG's current rate design.

Schedule RLM-20 provides an extensive breakdown of the effects of

RUCO's proposed rates on the G-5 Residential Customer. Below is a

chart gleaned from Schedule RLM-19 comparing SWG's proposed rates

to RUCO's proposed annual rates:

A.

A.

Q.

Q.

A.

Q.

4.

3



Direct Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

$12_80

Total Gas Costs

$1 .49065

SWG Proposed Rates and Charqes

Basic Monthly Service Charge

Non-Weather Sensitive Use -Charge Per Therm

Margin (Non-Gas Costs) PGA (Gas Costs)

$0.88069 $060996

Weather Sensitive Use -Charge Per Therm

Margin (Non-Gas Costs) PGA (Gas Costs)

$0.00 $1 .49065

Total Gas Costs

$1 .49065

$11.50

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

RUCO Proposed Rates and Charges

Basic Monthly Service Charge

All Consumption -Charge Per Therm

Margin (Non-Gas Costs)

$055352

PGA (Gas Costs)

$093689

Total Gas Costs

$1 .49041

16 Does this conclude your direct testimony?

17 Yes, it does.A.

Q.

4
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Southwest Gas Corporation
Docket No. G..{)1551A,07.0504
Test Year Ended April 30, 2007

Schedule RLM-20
Page 1 of 1

SINGLE . FAMILY RESIDENTIAL TYPICAL BILL ANALYSl£
COMPARISON OF PRESENT MONTHLY CHARGES TO COMPANY PROPOSED AND RUCO PROPOSEIZ

(A) (E) (F)
RUCO INCREASE OVER PRESENT

LINE
no. DESCRIPTION

USAGE
THERMS

(B)
TOTAL

MONTHLY COST
PRESENT RATES

(C)
TOTAL

MONTHLY COST
COMPANY PROPOSED

(D)
TOTAL

MONTHLY COST
RUCO PROPOSED CHANGE PERCENTAGE

SinclIe-Familv Residential Gas Service
Summer iMac . October)

50% Average Summer Usage per Month
75% Average Summer Usage perMonth

6
9

s
s

$
s

22.15
26.82

$
$

20.84
25.52

$
$

1.87
1.91

9.87%
8.08%

1
2

3 100% Average Monthly Summer Use 13 s

18.97
2361

28.25 s 31.49 s 30.19 $ 1.94 8.88%

4
5

125% Average Summer Usage per Month
150% Average Summer Usage per Month

16
19

s
$

3286
37.36

S
5

3817
4084

s
$

34.86
39.54

$
$

2.01
2.17

5110/,
5.81 %

e

7

Winter (November . MMI)

50%Average Winter Usage per Month

75%Average Winter Usage per Month

22

33

$

s

$

$

45.11

61.27

s

$

4381

5996

$

s

2.05

2.17

4.91 %

s 100% Average Monthly Winter Use 43 s s 77.42 s 76.11 s 2.64
g
10

125% Average Winter Usage per Month
150% Average Winter Usage per Month

54
65

s
s

4175

577B

73.47

8905
10464

S
s

9358
10973

s
5

9226
10842

5
$

3.21
3.78

3.76%

3.59%

3.61 %
3.61 %

RATE SCHEDULES

DESCRIPTION
BASIC SERVICE

CHARGE
NON-GAS
COSTS

GAS
COST

TOTAL
GAS COST

11 s 9.70

12
13

PRESENT RATES
Single-Familv Residential Gas Service

Summer (Mav - Ocloberl
Basic Service Charge per Month

Commodity Charge per Therm
First 15 Themes
Over 15 Thermo

s
s

0.54200
0050100

s
s

00936B9
093659

s
s

1.47889
1.43789

14 s 9.70

15
LG

Vihnter (November - Aorili
Basic Service Charge per Month

Commodity Charge per Therm
First 35 Therms
Over 35 Thenns

s
s

0.54200
0.50100

s
s

093659
093659

s
s

1.47889
1.43789

128017
18
19

COMPANY PROPOSED RATES
SinuleFamilv Residential Gas Service

All Year Around And All Mane
Basic Service Charge per Month 5

Non-WeatherSensitive Use - CommodityCharge per Them
Weather Sensitive Use . Commodity Charge per Therm

s
s

0.B80B9 s
S

050995
1 49065

s
s

1 .49D65
1 490s5

s 11.50Z0
Z1

RUCO PROPOSED RATES

Single-Family Residential Gas Service
All Year Around And All Usage

Basic Service Charge per Month
Commodity Charge per Them s 01553517 s 033559 s 1 49041
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Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 INTRODUCTION

2

3

Please state your name for the record .

My name is Rodney Lane Moore.

4

5

6

7

Have you previously filed testimony regarding this docket?

Yes, I have. I filed direct testimony in this docket on Mareh 28, 2008 and

additional direct testimony regarding rate design on April 11, 2008.

8

9

10

11

What is the purpose of your surrebuttai testimony?

My surrebuttal testimony will address the Company's rebuttal comments

pertaining to adjustments I sponsored in my direct testimony.

12

13 SUMMARY OF ADJUSTMENTS

14

15

16

What areas will you address in your surrebuttal testimony?

My surrebuttal testimony will address the following RUCO proposed

adjustments:

Rate Base:

Adjustment No .  4  -  Accumu l a ted Deferred Income Taxes

Associated With the Management Incentive Plan and the

Supplemental Executive Retirement Plan,

Adjustment No. 5 - Allowance For Working Capital.

17

18

19

20

21

22

23

24

25

Operating Income:

Adjustment No. 1 - Annualized Labor and Labor Loading,

Adjustment No. 6 - Unnecessary Miscellaneous Expenses,

A.

A.

A.

Q.

Q.

Q.

A.

Q.

2



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1

2

3

4

5

6

7

8

Adjustment No. 7 - Incentive Compensation,

Adjustment No. 8 - Supplemental executive Retirement Plan,

Adjustment No. 9 - Employee Recognition,

Adjustment No. 10 - Uncollectible Expense,

Adjustment No. 12 - Yuma Manors Pipe Replacement Expenses,

and

Adjustment No. 13 - Income Tax Calculation.

9

10

11

12

13

To support the adjustments in my surrebuttal testimony, I have revised

specific direct testimony Schedules and prepared Surrebuttal Schedules

numbered SURR RLM-1, SURR RLM-2, SURR RLM-6, SURR RLM-7,

SURR RLM-8, and SURR RLM-17 through SURR RLM-20, which are filed

concurrently in my surrebuttal testimony.

14

15

16

17

18

19

20

21

22

23

24

25

26

27

These Schedules quantify the adjustments recommended in RUCO's

surrebuttal testimonies and consist of revisions to:

1. Accumulated Deferred Income Tax ("ADlT") associated with

Management Incentive Plan ("'MIP") and the Supplemental

Executive Retirement Plan ("'SERP") accept the Company's

adjustment,

Lead/Lag Study used to calculate the Allowance For Working

Capital to accept the Company's adjustment,

Unnecessary Miscellaneous Expenses to remove double counted

expenditures,

Uncollectible Expenses to accept the Company's adjustment,

Yuma Manors Pipe Replacement Expenses as a conforming

adjustment to the Company's Revised Rebuttal position,

4.

5.

2.

3.

3



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1

2

3

4

5

6

Income Tax Expense to reflect changes in the operating expenses

associated with the surrebuttal adjustments, and

Rate Design, Proof of Recommended Revenue and Typical Bill

Analysis to reflect changes in the operating expenses associated

with the surrebuttal adjustments.

7 RATE BASE

8 RUCO Rate Base Adjustment No. 4 - ADIT Associated With MIP and

9 SERP

10

11

12

13

After analyzing the Company's rebuttal testimony, is RUCO revising its

adjustment to the test-year ADIT?

Yes. The Company's ADIT was recorded in an account that is not a

component of SWG's rate base.

14

15

16

Therefore, as shown on Surrebuttal Schedule SURR RLM-2, RUCO

adjusted the ADIT to reflect the Company's level of ADlT as filed.

17

18

19

20

21

22

23

24

RUCO Rate Base Adjustment No. 5 - Allowance For Working Capital

After analyzing the Company's rebuttal testimony, is RUCO revising its

adjustment to the allowance for working capital?

Yes. The Company accepted two adjustments RUCO made to the lead-

lag study. First, the Company agrees with RUCO that the interest

expense on the preferred stock should be included in the lead/lag study,

albeit at 79.50 days as opposed to 82.73 days and disagreed with the

A.

Q.

A.

Q.

7.

6.

4



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

inclusion of interest on customer deposits. As shown on Surrebuttal

Schedule SURR RLM-6, page 2, RUCO removed $1,915,314 of interest

on customer deposits, adjusted the interest expense lag from 82.73 days

to 79.50 days to include the impact of preferred securities. Second, the

Company agreed with RUCO's adjustment to include the lag associated

with revenue taxes. However, the Company has calculated a revenue tax

lag of 45.24 days versus the 51.75 days recommended by RUCO. The

Company's 45.24 days is based on the premise that the revenue taxes

payable monthly are paid on the same date as associated revenue is

received (see Company Rebuttal Exhibit RAM-3). However, through

discovery the Company provided information to the contrary and

inherently there is approximately an additional lag of 14 days between the

payment of the monthly revenue-based taxes and the date the revenue is

received. This 14-day lag computes to an overall revenue tax lag of 57.51

days versus the Company's rebuttal filing of 45.24 days. I have also made

this adjustment on Schedule SURR RLM-6, page 2.

17

18

19

20

21

22

23

5



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 OPERATING INCOME

2

3

Operating Income Adjustment No. 1 - Annualized Labor and Labor

Loading

4

5

6

7

8

9

10

After analyzing the Company's rebuttal testimony, is RUCO revising its

adjustment to annualize the labor and labor loading expenses?

No. As stated in my direct testimony, the inclusion of the June 2008 wage

increase has the effect of triple-counting the increases in the salary and

wage accounts - once for annualization of the test-year salaries, a second

time for the post test-year 2007 three percent increase, and a third time for

the 2008 increase. The Company's annualization adjustment to reflect

estimated levels that will be in effect in June 2008 creates a mismatch11

12 between rate base, revenues and expenses at the end of the test year. If

13

14

15

16

17

18

19

the Commission were to authorize rate recovery of the June 2008 payroll

increases, the Company would be creating biased rates by picking and

choosing which rate base, expense and revenue items it will reflect on an

actual, projected or annualized basis. RUCO has allowed the test-year

annualization as well as the post test-year 2007 wage increase, which is

consistent with previous RUCO filings when the wage increase falls within

a few months outside of the test year, but believes that a third proforma

20 increase in 2008 is unwarranted.

21

22

23

A.

Q.

6



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 Operating Income Adjustment No. 6 Unnecessary Miscellaneous

2 Expenses

3

4

5

6

After analyzing the Company's rebuttal testimony, is RUCO revising its

adjustment of unnecessary miscellaneous expense?

Yes, the Company has provided information indicating RUCO's

adjustment double counted certain expenditures related to employee

7 recognition gift certificates.

8

9

10

11

Therefore, as shown on Schedule SURR RLM-8, column (G), I revised the

unnecessary miscellaneous expense adjustment to recognize the double

count, which increased test-year operating expenses by $19,160.

12

13 However,

14

15

16

17

as for the remainder of the adjustment, RUCO and the

Company have a philosophical difference as to the appropriateness of

certain expenditures. RUCO does not believe that gift certificates, office

refreshments, meals during meetings and extravagant off-site meetings

are necessary in the provisioning of natural gas service to its customers.

18

19

20

21

22

23

Operating Income Adjustment No. 7 - Incentive Compensation

After analyzing the Company's rebuttal testimony, is RUCO revising its

adjustment on incentive compensation?

No, for the reasons outlined in my direct testimony. Consistent with the

Commission's Decisions on incentive compensation expense as set forth

A.

Q.

A.

Q.

7



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 in Decision No. 70011, dated November 27, 2007 (the recent UNS Gas

2 rate case), and the Decision (No. unavailable at filing) in the very recent

3 UNS Electric rate case, RUCO recommends a 50/50 sharing of the

4 incentive compensation expense.

5

6

7

8

9

A 50/50 sharing represents a reasonable balancing of the interests

between ratepayers and shareholders. The incentive program is

comprised of elements that relate to the Company's financial performance

and cost containment goals, matters that primarily benefit shareholders,

10

11

12

plus elements based on meeting customer service goals, which offers an

opportunity for the Company's customers to benefit from improved

performance.

13

14

15

16

17 A.h .

18

19

Operating Income Adjustment No. 8 - SERP

After analyzing the Company's rebuttal testimony, is RUCO revising its

adjustment to the SERP?

No, RUCO's position is unchanged - the ratepayers should not be

responsible for paying the cost of supplemental benefits to a small select

group of high-ranking officers of the Company.

20

21 However, RUCO does allow the full costs of the Company's stock option

22 compensation to be included in test-year expenses.

23

Q.

8



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07_0504

1 It seems disingenuous in the present climate of spiraling utility costs to

2 request that the ratepayers be burdened with the cost of this elite

3 retirement plan for an exclusive group of employees who are already

4 receiving lucrative salaries and benefits.

5

6

7

8

g

As stated in my direct testimony, the Commission agreed with RUCO that

SERP expenses should not be the burden of ratepayers. In Southwest

Gas' last rate case (Decision No. 68487, dated February 23, 2006) the

Commission agreed with RUCO that SERP should be excluded from

10

11

operating expenses. In Arizona Public Service's most recent rate case,

(Decision No. 69663, dated June 28, 2007), the Commission voted to

disallow SERP. The Commission voted to disallow SERP in the UNS Gas12

13

14

15

16

rate case (Decision No. 70011, dated November 27,2007). Moreover, the

Decision (No. unavailable at filing) in the very recent UNS Electric rate

case also disallows SERP. l see no reason to depart from this precedent,

therefore, RUCO recommends the removal of the test-year cost of the

17 SERP from operating expenses.

18

19 RUCO has made no surrebuttal adjustment to the SERP as filed in direct

20 testimony.

21

22

23

9
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1

2

3

4

5

6

7

8

9

Operating Income Adjustment No. 9 - Emplovee Recognition

After analyzing the Company's rebuttal testimony, is RUCO revising its

adjustment to employee recognition expenses?

No. RUCO does not deny the importance for SWG to have proactive

programs and policies on safety, productivity and cost containment.

Where RUCO differs, is the necessity to burden ratepayers with the

expense incurred by the Company in offering additional compensation to

its employees to perform work functions, some of which are county

mandated, that should be considered a condition of employment.

10

11

12

13

14

15

Operating Income Adjustment No. 10 - Uncollectible Expense

After analyzing the Company's rebuttal testimony, is RUCO revising its

adjustment to test-year uncollectible expenses?

Yes, the Company's rebuttal testimony, workpapers and 2008 data

illustrate that annual uncollectible expenses are trending upwards as a

16 percentage of annual revenues.

17

18

19

RUCO will accept the Company's adjustment as filed. Therefore, as

shown on Schedule SURR RLM-8, Column (K), I removed the adjustment.

20

21

22

23

10

A.

Q.

A.

Q.

l l l l l l I



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A_07-0504

1 Operating Income Adjustment No. 12 - Yuma Manors Pipe Replacement

2

3

4

5

Expenses

After analyzing the Company's rebuttal testimony, is RUCO revising its

operating income adjustments?

Yes. RUCO is making a conforming adjustment to include the test-year

SWG6

7

reduction in operating expenses proposed by the Company.

identified costs related to the replacement of steel pipe to the Manors

8 subdivision in Yuma that SWG considered to be over and above those

g

10

that it would have experienced had the replacement took place over a

more routine time period.

11

12

13

14

15

16

17

18

RUCO accepts the expenses identified by the Company in its response to

Commission Staff's data request 13.21 as those costs that are over and

above what would have been experienced had the replacement been

done in a more routine manner. The adjustment reduces gross plant by

$320,779 for capitalized overtime and shift premium. The adjustment also

reduces property tax expense by $8,499 and $15,175 in depreciation

expense related to the $320,779 plant reduction.

19

20

21

22

Therefore, as shown on Schedules SURR RLM-2, Column (B), line 1 and

SURR RLM-8, Column (M), this adjustment decreased test-year rate base

by $320,779 and operating expenses by $23,674.

23

A.

Q.

11
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1 Operating Income Adjustment No. 13 - Income Tax Expense

2 What adjustments have you made to the test-year Income Tax Expense

3 account?

4

5

As shown on Schedule SURR RLM-17, I recalculated total test-year

income taxes to reflect calculations based on my surrebuttal adjusted test-

6 year revenue and expenses.

7

8

g

10

As shown on Schedule SURR RLM-8, column (Q), this adjustment

increases the Company's adjusted test-year expenses by $2,825,460.

This is an income tax decrease of $292,784 from the $3,118,244 increase

11 recommended in my direct testimony.

12

13 RATE DESIGN

14

15

Q. Please explain your contribution to RUCO's recommended rate designs.

A. As shown on Schedule SURR RLM-19, I maintained the same set of bill

16

17

18

19

20

21

22

23

determinants (i.e. test-year customer bill counts and terms consumed) as

recommended in my direct testimony. After reviewing the Company's

rebuttal testimony, I did not accept SWG's revised bill determinants as

adjusted for declines in average weather normalized consumption through

March 2008. The Company's proposed rebuttal post test-year bill count

adjustment will result in mismatches in test-year elements. Furthermore,

biased rates will result if the Commission were to recognize post test-year

declines in consumption due to conservation, yet ignore post test-year

A.

Q.

12



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A_07-0504

1

2

3

4

5

increases in consumption due to customer growth. An in-depth discussion

of RUCO's proposed rate design is contained in the surrebuttal testimony

of RUCO witness, Ms Diaz Cortez. in summary, for residential customers,

RUCO proposes a monthly basic service charge of $11.52 and a

commodity charge of $055455 for all terms consumed.

6

7 PROOF OF RECOMMENDED REVENUE

8

9

10

11

12

Have you revised your additional direct testimony Schedule to present

proof of your revised surrebuttal recommended revenue?

Yes, I have. Proof that RUCO's direct testimony recommended rate

designs would produce the revised surrebuttal recommended required

revenue as illustrated, is presented on Schedule SURR RLM-19.

13

14 TYPICAL BILL ANALYSIS

15

16

17

18

Have you prepared a Schedule representing the financial impact of

RUCO's recommended rate design on the typical residential customer?

Yes, l have. A typical bill analysis for G-5 residential customers with

various levels of usage is presented on Schedule SURR RLM-20.

19

20

21

22

23

A.

Q.

A.

Q.

13



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 Q. Please provide an excerpt of RUCO's rate structure that illustrates

2

3

4

5

RUCO's rate design goals as set forth in the testimony of Ms. Diaz Cortez

that captures these fundamental changes in SWG's current rate design.

Schedule SURR RLM-20 provides an extensive breakdown of the effects

of RUCO's proposed rates on the G-5 Residential Customer.

6

7

8

$12_80

Total Gas Costs

$1 .49065

Below is a chart gleaned from Schedule SURR RLM-19 comparing SWG's

proposed rates to RUCO's proposed annual rates:

SWG Proposed Rates and Charges

Basic Monthly Service Charge

Non-Weather Sensitive Use -Charge Per Therm

Margin (Non-Gas Costs) PGA (Gas Costs)

$088069 $000996

Weather Sensitive Use -Charge Per Therm

Margin (Non-Gas Costs) PGA (Gas Costs)

$0.00 $1 .49065

Total Gas Costs

$1 .49065

$11.52

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

RUCO Proposed Rates and Charges

Basic Monthly Service Charge

All Consumption -Charge Per Therm

Margin (Non-Gas Costs)

$055455

PGA (Gas Costs)

$0.93689

Total Gas Costs

$1 .49144

25

26

27

A.

14



Surrebuttal Testimony of Rodney L. Moore
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 COST OF CAPITAL

2 Is RUCO revising its adjustments to the Company proposed cost of

3 capital?

4 No. RUCO is not revising the adjustment to the weighted cost of capital.

5 This position is fully explained in the surrebuttal testimony of RUCO

6 witness Mr. Rigsby.

7

8 Does this conclude your surrebuttal testimony?

9 Yes, it does.

A.

Q.

A.

Q.

15



Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

SURREBUTTAL
TABLE OF CONTENTS TO RUCO SCHEDULES

LINE
no.

SCH.
no.

PAGE
no. TITLE

1

2

3

4

5

6

7

a

9

SURR RLM-1

SURR RLM-2

SURR RLM~8

SURR RLM-7

SURR RLM-8

SURR RLM-17

SURR RLM-18

SURR RLM-19

SURR RLM-20

1

1

1  T O  5

1

1  & 2

1

1

1  T O  4

1

REVENUE REQUIREMENT

RATE BASE - ORIGINAL COST

RATE BASE ADJUSTMENT no. 5

OPERATING INCOME

SUMMARY OF OPERATING INCOME ADJUSTMENTS

INCOME TAX CALCULATION

COST OF CAPITAL

RATE DESIGN AND PROOF OF RECOMMENDED REVENUE

TYPICAL BILL ANALYSIS

CALCULATION OF WORKING CAPITAL
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-2
Page 1 of 1

SURREBUTTAL
RATE BASE l ORIGINAL COST

LINE
no. DESCRIPTION

(A)
COMPANY

FILED
AS OCRB

(B)
RUCO
OCRB

ADJUSTMENTS REF.

(C)
RUCO

ADJUSTED
AS OCRB

1 $ 2,053,847,890 $ (677,012) (1)&(4)

(1)

$ 2,053,491,657

2
3

Gas Plant In Service
Less:

Accumulated Depreciation And Amortization
Net Gas Plant In Service (Line 1 - Line 2) s

752,275,563
1,301,572,327 $

(276,996)
(400,016) $

751,998,567
1,301,493,090

Additions:
4
5

Allowance For Working Capital (SURR RLM-6, Page 1)
Total Additions (Line 4)

$
$

5,681 ,932
5,581,932

$
$

(5,S28,064)
(5,628,084)

(2) $
$

53,868
53,868

$ $ $6
7
8
9

Deductions:
Customer Advances In Aid Of Construction
Customer Deposits
Defened income Taxes

Total Deductions (Sum Of Lines 6,7 &8)

(37,910,017)
(31,921,89B)

(142,632,297)
(212,4S4,212)

(3)

(37,910,017)
(31,921,898)

(142,632,297)
(212,464,212)

10

$

TOTAL ORIGINAL COST RATE BASE (Sum Of Lines 3, 5 & 9 $ 1,094,790,047

$

$ (6,028,0B1 )

$

$ 1,089,082,745

References:
Column (A): Company Schedule B-1
Column (B): References:

(1) Schedule RLM-4, Page 1 (Adjustment is -$356,233)
(2) Schedule SURR RLM-6, Page 1
(3) Schedule RLM-3, Page 3
(4) See Surrebuttal Testimony - Adjustment No. 12 - Yuma Manors (Adjustment is -$320,779)

Column (C): Column (A) + Column (B)



Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-6
Page 1 of 5

SURREBUTTAL
EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 5

SUMMARY OF THE ALLOWANCE FOR WORKING CAPITAL

(A)
LINE

no. DESCRIPTION REFERENCE AMOUNT

1
2
3

Cash Working Capital Per SWG
Cash Working Capital Per RUCO
Adjustment

SWG SCH. B-5, Page 1
SURR RLM-6, Page 2, Line 14
Line 2 - Line 1

(10,379,937)
(1G,349,492)
(5,969,555)

4
5
6

Materials And Supplies Per SWG
Materials And Supplies Per RUCO
Adjustment

SWG SCH. B-5, Page 1
SWG SCH. B-5, Page 1
Line 5 - Line 4

12,389,898
12,389,898

7
8
9

Prepayments Per SWG
Prepayments Per RUCO
Adjustment

SWG SCH. B-5, Page 1
SURR RLM-6, Page 5, Line 15
Line 8 - Line 7

$

$

$

$

$

$

$

3,671,971
4,013,462

341,491

10 Total Adjustment Sum Lines 3, e, & 9 (5,628,064)

l l l l



Southwest Gas Corporation
Docket No. G-01551 A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-6
Page 2 of 5

SURREBUTTAL
EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 5 - CONT"D

ALLOWANCE FOR WORKING CAPITAL l LEADILAG DAY SUMMARY

(B) (D) (E)

LINE
no. DESCRIPTION

(A)
COMPANY
EXPENSES
AS FILED

RUCO
ADJUSTM'TS

(C)
RUCO

EXPENSES
AS ADJUSTED

(LEAD)/LAG
DAYS

DOLLAR
DAYS

$ $ $ $1
2
3
4

(6,513,626)
42.30
12.33
120.00
17.72
36.05

Cost Of Gas
Labor Cost
Provision For Uncollectible Accts
Other O & M

Tota! O & M Expenses

540,064,385
117,038,570

2,977,729
54,826,860

714,907,544 $
11,033

(6,502,593) $

540,064,385
110,524,944

2,977,729
54,837,893

708,404,951 $

22,842,405,297
1 ,363,305,727

357,327,523
971 ,476,853

25,534,515,400

5
6
7
8
g

$

$ (250,413) $ 79.50
185.34
37.00
57.51
46.05

$Interest
Taxes Other Than Income Taxes
Income Taxes
Revenue Taxes
Total Operating Expenses $

48,035,008
33,124,880
21 ,699,571
97,747,450

915,514,453 $

9,998,850
3,278,392
3,245,844 $

47,784,595
33,124,880
31 ,698,421

101,025,842
922,038,689 $

3,798,875,265
6,139,365,177
1,172,841 ,556
5,809,996,195

42,455,593,594

39.53
(6.52)

Co. Workpapers
Line 10 - Line 9

10
11
12 365 Test Year

13

14

15

Revenue Lag

Number of Days In Test Period

Average Daily Operating Expenses $

Net Difference Rev - Exp Lag

Cash Working Capital

2,508,259 Col. (A) Line 9/Line 12

(6.52) Col. (D) Line 11

$ (16,349,492) Col. (A), Line 13 X Line 14



Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-6
Page 3 of 5

SURREBUTTAL
EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 5 - CONT"D

ALLOWANCE FOR WORKING CAPITAL _ CALCULATION OF PREFERRED EQUITY LAG

LINE
no .

MID-POINT OF
SERVICE PERIOD

(A)
PAYM ENT

DATE

(B)
PERCENT
PAYMENT

(C)
(LEAD)/LAG

DAYS

(D)
DOLLARS

DAYS

1

2

3

4

7/1/2006

7/1/2006

7/1/2006

7/1/2006

3/31/2006

6/30/2006

9/30/2006

12/31/2006

25.00%

25.00%

25.00%

25.00%

(23.00)

(0.25)

22.75

45.75

100.00%

(92)

(1)

91

183

45.255

6

Totals

Preferred Equity Lag 45.25



Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-6
Page 4 of 5

SURREBUTTAL
EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 5 _ CONT"D

ALLOWANCE FOR WORKING CAPITAL _ CALCULATION OF OTHER o & M LAG

(A) (B) (C)
LINE
no. MONTH COST LAG DAYS DOLLAR DAYS

1
2
3
4
5
5
7
8
g

10
11
12

May 2006
June
July
August
September
October
November
December
January 2007
February
March
April

$ 2,596,715
2,611 ,117
2,546,481
2,460,510
2,021 ,521
3,018,228
2,733,777
3,394,550
5,019,712
5,258,382
4,468,924
2,608,462

0.22
35.16
18.55
36.74
35.60
52.99
45.29
(6.46)
(2.82)
9.77
29.44
(17.75)

$ 566,253
91,799,499
47,227,421
90,404,740
71 ,973,470

159,935,937
123,820,351
(21 ,943,520)
(14,168,034)
51 ,397,591

131,524,579
(46,306,652)

13 Total $ 38,736,380 17.72 $ 686,231 ,635



Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-6
Page 5 of 5

SURREBUTTAL
EXPLANATION OF TEST-YEAR RATE BASE ADJUSTMENT no. 5 - CONT"D

ALLOWANCE FOR WORKING CAPITAL l CALCULATION OF ADJUSTED PREPAYMENTS

(A) (B) (C)
LINE
no. MONTH BALANCE DEBITS CREDITS

(D)
ADJUSTED
BALANCE

$ $ $ $1 April 2006

2 May

3 June

18,221

4 July

5 August

6 September

7 October

8 November

9 December

10 January 2007

11 February

12 March

22,000

195,806

15,186

66,720

128,656

163,132

112,506

126,085

76,149

13,396

1 ,518

1 ,518

3,352

19,669

20,934

26,494

37,216

50,810

60,186

70,693

77,03813 April

14 Total

15 13 Month Average

$

$

5,367,019

4,571 ,452

3,756,402

5,219,958

9,299,535

8,623,454

7,838,438

6,430,014

9,144,710

8,343,687

7,723,320

6,044,664

5,600,962

87,961 ,615

6,766,278 56.70%

$

$

5,367,019

4,589,673

3,773,104

5,257,142

9,529,173

8,848,609

8,107,379

e,803,117

9,643,729

8,904,402

8,349,935

6,676,735

6,169,390

92,019,406

4,013,462

References:
Column (A):
Column (B):
Column (C):
Column (D):

Company Schedule B-5, Page 4
Company Schedule B-5, Workpaper Sheets 30 - 59
Column (B) Prior Months Accurals/ 12 Months
Column (D) Prior Month + Column (B) Current Month - Column (C) Current Month +
Column (A) Current Month - Column (A) Prior Month

I



Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-7
Page t of 1

SURREBUTTAL
OPERATING INCOME

LINE
NO. DESCRIPTION

(A)
COMPANY

AS
FILED

(B)
RUCO

TEST YEAR
ADJ'TMENTS

(C)
RUCO

TEST YEAR
AS ADJUSTED

(D)
RUCO

PROPOSED
CHANGES

(E)
RUCO

AS
RECOMMENDED

1
2
3

Revenues
Gas Cost

TOTAL MARGIN

$

$

399,234,678

399,234,678

$

$

$

$

399,234,878

399,234,678

$

$

32,046,846

32,048,846

$

$

431,281,524

431,281,524

4
5
6
7
8

EXPENSES:
Other Gas Supply
Distribution
Customer Accounts
Customer Information
Sales

$ 701 ,601
89,528,455
38,730,909
1 ,126,79G

$ (25,254)
(2,448,330)
(1,058,858)

(20,117)

$ 875,347
87,080,125
37,672,051
1,106,879

$ $ 676,347
87,080,125
37,672,051
1 ,106,679

g
10

Administrative & General
Direct
System Allocable

4,009,539
52,937,155

(290,5t9)
(2,659,515)

3,719,020
50,277,640

3,719,020
50,277,640

11
12
13

Depreciation & Amortization
Direct
System Allocable
Regulatory Amortizations

80,956,247
6,646,938

284,528

(26,796)
(46,583)

80,929,450
6,800,356

284,52B

BD,929,450
6,600,356

284,528

(8,499)14
15
16

Other Taxes
Interest On Cust. Deposits
Income Taxes

33,124,880
1,915,314

16,092,218
»

33,116,381
1,915,314

18,917,678

33,116,381
1,915,314

31,598,421

17 TOTAL EXPENSES

2,825,460

(3,759,011) $ 322,295,588 $

12,7B0,743

12,780,743 $ 335,076,311

18 NET INCOME (LOSS)

$
$
$

326,054,578 $
(2)

73,180,098 $ 78,939,110 $ 96,205,213

References:
Column (A):
Column (B):
Column (C):
Column (D):
Column (E):

Company Schedule C-1
Testimony, RLM And Schedule SURR RLM-8
Column (A) + Column (B)
T€stllT'loI'ly, RLM And Schedule SURR RLM-1, RLM-1, Page 2
Column (C) + Column (D)
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Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-17
Page 1 of 1

SURREBUTTAL
EXPLANATION OF OPERATING INCOME ADJUSTMENT

INCOME TAX EXPENSE

(A) (B)

LINE
no. DESCRiPTION REFERENCE AMOUNT

FEDERAL INCOME TAXES:

1 Schedule SURR RLM-7, Column (C), Line 18 + Line 16 $ 95,856,788

2
3
4

Operating Income Before Taxes
LESS:

Arizona state Tax
Interest Expense

Federal Taxable Income

Line 11
Note (A) Line 21

Sum Of Lines 1, 2 8- 3 $

(3,349,670)
(47,7B4,595)
44,722,523

5
6

Federal Tax Rate
Federal Income Tax Expense

Schedule RLM-1, Page 2, Column (A), Line 10
Line 4 X line 5 $

35.17%
15,731,106

STATE INCOME TAXES :

7 Line 1 $ 95,856,788

8
g

Operating Income Before Taxes
LESS:

Interest Expense
state Taxable Income

Note (A) Line 21
Line 7 + Line 8 $

(47,784,595)
48,072,193

10 StateTax Rate Tax Rate S.9680%

11 State Income Tax Expense Line g X Line 10 3,349,670

TOTAL INCOME TAX EXPENSE:

$12
13
14
15
16
17

Federal Income Tax Expense
State Income Tax Expense
South Georgia Amortization
Investment Tax Credit

Total Income Tax Expense Per RUCO
Total Income Tax Expense Per Company Filing (Schedule C-1)

Line S
Line 11

Company Schedule C-1, Sheet 17, Column (C), Line 8 + Line 18
Company Schedule C-1, Sheet 17, Column (C), Line 19

Sum Of Lines 12, 13, 14 & 15 $

15,731,108
3,349,670

365,253
(528,352)

18,917,678
16,092,218

LB RUCO ADJUSTMENT TO in;:oME TAX EXPENSE (See SURR RLM 7, Page 2, Column (Q): Line 18 - Line 17 $ 2,825,460

19
20
21

NOTE (A):
Interest Synchronization:
Adjusted Rate Base (Schedule SURR RLM-2, Column (C), Line 10)
Weighted Cost Of Debt (Schedule RLM-18, Column (F), Line 1 + Line 2)
interest Expense (Line 19 X Line 20)

$

$

1,089,082,745
4.39%

47,7B4,595



Southwest Gas Corporation
Docket No. G-01551A-07-0504
Test Year Ended April 30, 2007

Schedule SURR RLM-18
Page 1 of 1

SURREBUTTAL
COST OF CAPITAL

(B) (C)

LINE
no. DESCRIPTION

CAPITAL
RATIO COST

WEIGHTED
COST

1 51.00% 7.96% 4.06%

2

Long-term Debt

Preferred Stock 4.00% 8.20% 0.33%

3 45.00% 9.88% 4.45%

4

Common Equity

TOTAL CAPITAL 100.00%

5 WEIGHTED COST OF CAPITAL

(Al

B.B3%

References:
Column (A): Company Schedule D-1
Column (B): Testimony, WAR
Column (C): Column (A)X Column (B)
Column (C) Line 5: Sum Of Column (C) Lines 1 Thru 3
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Southwest Gas Corporation
Docket No. G-01551A»07--504
Test Year Ended April 30, 2007

Schedule SURR RLM-20
Page 1 of 1

(E) (F)
RUCO INCREASE OVER PRESENT

LINE
NO. DESCRIPTION

SURREBUTTAL
SINGLE . FAMILY RESIDENTIAL TYPICAL BILL ANALYSIS

COMPARISON OF PRESENT MONTHLY CHARGES TO COMPANY PROPOSED AND RUCO PROPOSED
(A) (B) (C) (D)

TOTAL TOTAL TOTAL
MONTHLY COST MONTHLYCOST MONTHLYCOST
PRESENTRATES COMPANY PROPOSED RUCOPROPOSED

USAGE
THERMS CHANGE PERCENTAGE

1
2

3

SinuleFamitv Residential Gas Service
Summer (Mav - October)

50% Average Summer Usage per Month
75% Average Summer Usage per Month

6
g

1 3

s
s

s

s
s

$

22.15
28.82

s
s

s

20.87
25.55

$
$

$

1.90
1.94

100% Av erage Monthly Summer Use

18.97
23.61

28.25 31.49 30.22 1.98

10.01 %
8.21 %

7.00%

4
5

125% Average Summer Usage per Month
150% Average Summer Usage per Month

16
19

s
s

3286
37.36

s
s

36.17
40.84

s
$

34.90
39.58

$
$

2.05
2.21

623%
5.92%

6

7

Winter (November - April
50°/»Average Winter Usage per Month
75%Average Winter Usage per Month

22

33
$

s

s

s

s

s

45.11

61.27
s

s

s

43.85

60.01
$

s

$

2,09

2.23

s 100% Av erage Monthly Winter Use 43 11.42 78.18 2.11
9
10

125% AverageVenter Usage per Month
150%Average VVnterUsage perMonth

54
85

s
s

41 .76

57.78

73.47

B9.05
104.64

s
s

B3.5B
109.73

s
s

9234
10B.50

$
$

3.29
3.B7

5.01%

3,B6%

3.68%

3.69%
3.70%

RATE SCHEDULES

DESCRIPTION
BASIC SERVICE

CHARGE
NON-GAS

COSTS
GAS

COST
TOTAL

GAS COST

11 s 9.70

12
l a

PRESENTRArES
SinclIeFamilv Residential Gas Serving

Summer (Mav - October)
Basic Service Charge per Month

Commodity Charge per Them
First 15 Thermo
Over 15 Thermo

s
s

0.54200
0.50100

s
s

0.935B9
0.93589

s
s

1 47sa9
143759

14 s 9.70

15
16

Venter (November - A frill
Basic Service Charge per Month

Commodity Charge per Therm
First as Theirs
Over 35 Therms

s
s

0.54200
0.50100

s
s

0.93689
0.93689

s
s

1 47889
1 437s9

12.5017
18
19

COMPANY PROPOSEDRATES
SinqleFamily Residential Gas Service

All Year Around And All Usage
Basic Service Charge per Month $

Non- Weather Sensitive Use - Commodity Charge per Therm
Weather Sensitive Use - Commodity Charge per Theme

s
s

0.aaoe9 s
s

0.s099e
1 A9065

s
s

1.49055
1.49065

s 11.5220
21

Ruco PROPOSED RATES

SincleFamilv Residential Gas Service
AllVeer Around And All Llsaqe

Basic Service Charge perMonth
Commodity Charge per Therm s 0.554547 s 033689 $ 1.49144
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Direct Testimony of William A. Rigsby
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 INTRODUCTION

2

3

4

5

Please state your name, occupation, and business address.

My Name is William A. Rigsby. l am a Public Utilities Analyst V employed

by the Residential Utility Consumer Off ice ("RUCO") located at 1110 W.

Washington, Suite 220, Phoenix, Arizona 85007.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Please describe your qualif ications in the f ield of utilities regulation and

your educational background.

l have been involved with utility regulation in Arizona since t994. During

this period of  time I have worked as a utilit ies rate analyst for both the

Arizona Corporation Commission ("ACC" or "Commission") and for RUCO.

I hold a Bachelor of Science degree in the f ield of f inance from Arizona

State University and a Master of Business Administration degree, with an

emphasis in accounting, f rom the University of  Phoenix. I have been

awarded the professional designation, Certif ied Rate of Return Analyst

("CRRA") by the Society of  Ut i l i ty and Regulatory Financial Analysts

("SURFA"). The CRRA designation is awarded based upon experience

and the successful completion of a written examination. Appendix l, which

is attached to this testimony, further describes my educational background

and also includes a list of the rate cases and regulatory matters that I have

21 been involved with.

22

23

A.

Q.

Q.

A.

1
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Direct Testimony of William A. Rigsby
Southwest Gas Corporation
Docket No. G-01551A-07_0504

1

2

3

4

5

6

7

What is the purpose of your testimony?

The purpose of my testimony is to present recommendations that are

based on my analysis of Southwest Gas Corporation's ("SWG" or

"Company") application for a permanent rate increase ("Application").

SWG fi led the Application with the ACC on August 31, 2007. The

Company has chosen the one-year operating period ended April 30, 2007

for the test year in this proceeding.

8

9

10

11

12

13

Briefly describe SWG.

SWG is a local distribution company ("LDC") based in Las Vegas, NV, and

is publicly-traded on the New York Stock Exchange ("NYSE"). The

Company is the dominant provider of natural gas distribution services in

the state of Arizona. SWG also provides natural gas in the states of

14

15

16

California and Nevada. The Company's last rate increase was approved

in Decision No. 68487, dated February 23, 2006. In that case, SWG was

granted a rate of return of 8.40 percent with a cost of equity capital of 9.50

17 percent.

18

19

20

21

22

23

Please explain your role in RUCO's analysis of SWG's Application .

l reviewed SWG's Application and performed a cost of capital analysis to

determine a fair rate of return on the Company's invested capital. in

addition to my recommended capital structure, my direct testimony will

present my recommended costs of common equity, cost of preferred

A.

Q.

A.

Q.

A.

Q.

2
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1 The recommendations

2

equ i ty  and  my recommended  cost  o f  deb t .

conta ined in  th is test imony are based on in format ion obta ined f rom

3

4

Company responses to data requests, the Company's Application and

from market-based research that I conducted during my analysis.

5

6

7

8

Is this your first case involving SWG?

No. I testified on cost of capital issues for RUCO during SWG's prior rate

case proceeding during 2005.

9

10

11

12

13

Were you also responsible for conducting an analysis on the Company's

proposed revenue level, rate base and rate design?

No. RUCO witnesses Marylee Diaz Cortez, CPA, RUCO's Chief of

Accounting and Rates, and Rodney L. Moore will provide testimony on

14 those issues.

15

16

to

What areas will you address in your testimony?

I will address the cost of capital issues associated with the case.

18

19

20

Please identify the exhibits that you are sponsoring.

I am sponsoring Schedules WAR-1 through WAR-9.

21

22

23

A.

Q.

A.

Q.

A.

Q.

A.

Q.

3
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1 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Briefly summarize how your cost of capital testimony is organized .

My cost of  capital testimony is organized into eight sections. First, the

in t roduct ion  I have just  p resented and second,  the  summary o f  my

testimony that I am about to give. Third, i will present the f indings of my

cost of equity capital analysis, which utilized both the discounted cash flow

("DCF") method, and the capital asset pricing model ("CAPM"). These are

the two methods that RUCO and ACC Staf f  have consistently used for

calculating the cost of equity capital in rate case proceedings in the past,

and are the methodologies that the Acc has given the most weight to in

setting allowed rates of  returns for utilit ies that operate in the Arizona

jurisdiction. in this third section I will also provide a brief overview of the

current economic climate that SWG is operating in. Fourth, I will discuss

my recommended cost of debt. Fifth, I will explain my recommended cost

of  preferred equity. Sixth,  I wi l l  compare my recommended capita l

structure with the Company-proposed capital structure. Seventh, I will

explain my weighted cost of  capital recommendation and eighth, I will

comment on SWG's cost of capital testimony. Schedules WAR-1 through

WAR-9 will provide support for my cost of capital analysis.

20

21

22

23

A.

Q.

4
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1 Please summarize the recommendations and adjustments that you will

2

3

address in your testimony.

Based on the results of my analysis of SWG, I am making the following

4 recommendations:

5

6

7

Cost of Equitv Capital .-. I am recommending a 9.88 percent cost of equity

capital. This 9.88 percent figure is based on the results that I obtained in

8

9

my cost of equity analysis, which employed both the DCF and CAPM

methodologies.

10

11

12

Cost of Debt - I am recommending a 7.96 percent cost of debt. This is

based on my review of the costs associated with SWG's various debt

13 instruments.

14

15

16

17

Cost of Preferred Equity - I am recommending that the Commission adopt

an 8.20 percent cost of preferred equity. This figure represents the

effective cost of SWG's $100 million issue of trust originated preferred

18 securities ("TOPrS").

19

20 Capital Structure I am recommending that the Commission adopt the

21

22

Company-proposed target capital structure of 51.0 percent debt, 4.0

percent preferred equity and 45.0 percent common equity.

Q .

A.

5
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1 Cost of  Capital Based on the results of  my recommended capita l

2

3

4

5

structure, cost of common equity, and debt analyses, I am recommending

an 8.83 percent cost of  capita l for SW G. This f igure represents the

weighted cost of  my recommended costs of  common equity, preferred

equity and debt.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Why do you believe that your recommended 8.83 percent cost of capital is

an appropriate rate of return for SWG to earn on its invested capital?

The 8.83 percent cost of capital figure that I have recommended meets

the criteria established in the landmark Supreme Court cases of Bluefield

Water Works 8¢ Improvement Co. v. Public Service Commission of West

Virginia (262 U.S. 679, 1923) and Federal Power Commission v. Hope

Natural Gas Company (320 U.S. 391, 1944). Simply stated, these two

cases affirmed that a public utility that is efficiently and economically

managed is entitled to a return on investment that instills confidence in its

financial soundness, allows the utility to attract capital, and also allows the

utility to perform its duty to provide service to ratepayers. The rate of

return adopted for the utility should also be comparable to a return that

investors would expect to receive from investments with similar risk.

20

21

22

23

The Hope decision allows for the rate of return to cover both the operating

expenses and the "capital costs of the business" which includes interest

on debt and dividend payment to shareholders. This is predicated on the

belief that, in the long run, a company that cannot meet its debt obligations

A.

Q.

6
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1

2

and provide its shareholders with an adequate rate of  return wil l  not

continue to supply adequate public utility service to ratepayers.

3

4

5

6

7

8

9

10

11

12

Do the Bluefield and Hope decisions indicate that a rate of return sufficient

to cover all operating and capital costs is guaranteed?

No. Neither case guarantees a rate of return on utility investment. What

the Bluefield and Hope decisions do allow is for a utility to be provided

with the opportunity to earn a reasonable rate of return on its investment.

That is to say that a utility, such as SWG, is provided with the opportunity

to earn an appropriate rate of  return i f  the Company's management

exercises good judgment and manages its assets and resources in a

manner that is both prudent and economically efficient.

13

14 COST OF EQUITY CAPITAL

15

16

17

18

19

What is your recommended cost of equity capital for SWG?

Based on the results of my DCF and CAPM analyses, which ranged from

9.20 percent to 10.83 percent, I am recommending a 9.88 percent cost of

equity capital for SWG. My recommended 9.88 percent figure represents

a mean average of the results of my DCF and CAPM analyses, which

20

21

utilized a samp le  o f publicly-traded natural gas local distribution

companies ("LDC").

22

23

A.

Q.

A.

Q.

7
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1 Discounted Cash Flow (DCF) Method

2

3

4

5

6

7

8

9

Please explain the DCF method that you used to estimate SWG's cost of

equity capital.

The DCF method employs a stock valuation model known as the constant

growth valuation model, that bears the name of Dr. Myron J. Gordon (i.e.

the Gordon model), the professor of finance who was responsible for its

development. Simply stated, the DCF model is based on the premise that

the current price of a given share of common stock is determined by the

present value of all of the future cash flows that will be generated by that

share of common stock. The rate that is used to discount these cash10

11 flows back to their present value is often referred to as the investor's cost

12

13

14

15

16

17

18

19

20

21

22

of capital (i.e. the cost at which an investor is willing to forego other

investments in favor of the one that he or she has chosen).

Another way of looking at the investor's cost of capital is to consider it from

the standpoint of a company that is offering its shares of stock to the

investing public. In order to raise capital, through the sale of common

stock, a company must provide a required rate of return on its stock that

will attract investors to commit funds to that particular investment. in this

respect, the terms "cost of capital" and "investor's required return" are one

in the same. For common stock, this required return is a function of the

dividend that is paid on the stock. The investor's required rate of return

can be expressed as the percentage of the dividend that is paid on the

A.

Q.

8
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1

2

stock (dividend yield) plus an expected rate of future dividend growth.

This is illustrated in mathematical terms by the following formula:

3

31
k  = + g

PT

where: k = the required return (cost of equity, equity capitalization rate),
4

D1
PT

the dividend yield of a given share of stock calculated

5

by dividing the expected dividend by the current market
6

price of the given share of stock, and

7

g = the expected rate of future dividend growth
8

9

10

This formula is the basis for the standard growth valuation model that I

used to determine SWG's cost of equity capital. It is similar to one of the

11 models used by the Company.

12

13

14

15

16

17

18

19

20

In determining the rate of future dividend growth for SWG, what

assumptions did you make?

There are two primary assumptions regarding dividend growth that must

be made when Using the DCF method. First, dividends will grow by a

constant rate into perpetuity, and second, the dividend payout ratio will

remain at a constant rate. Both of these assumptions are predicated on

the traditional DCF model's basic underlying assumption that a company's

earnings, dividends, book value and share growth all increase at the same

A.

Q.

9
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1 constant rate of  growth into inf inity. Given these assumptions, if  the

2 dividend payout ratio remains constant, so does the earnings retention

3 ratio (the percentage of earnings that are retained by the company as

4 opposed to being paid out in dividends). Th is  be ing  the  case ,  a

5 company's dividend growth can be measured by multiplying its retention

6 ratio (1 - dividend payout ratio) by its book return on equity. This can be

7 stated as g : b x r.

8

9 Would you please provide an example that will illustrate the relationship

10 that earnings, the dividend payout ratio and book value have with dividend

11 growth?

12 RUCO consultant Stephen Hill illustrated this relationship in a Citizens

13 Utilities Company 1993 rate case by using a hypothetical utility.1

14

Table I

Book Value

Year 1

$10.00

Year 2

$10.40

Year 4

$11.25

10%

$1.125

Year 5

$11 .70

Year 3

$10.82

10%

$1 .082

0.60 0.60

10%

$1.170

0.60

Growth

4.00%

N/A

4.00%

N/A

15

16

17

18

19

20

21

Equity Return

Earnings/Sh.

Payout Ratio

Dividend/sh

10%

$1 .00

0.60

$0.60

10%

$1.04

0.60

$0.624 $0,649 $0.675 $0.702 4.00%

22

Citizens Utilities Company, Arizona Gas Division, Docket No. E-1032-93-111, Prepared
Testimony, dated December 10, 1993, p. 25.

1

Q.

A.

10



I
E

Direct Testimony of William A. Rigsby
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1

2

3

4

5

6

Table I of Mr. HilTs illustration presents data for a five-year period on his

hypothetical utility. In Year 1, the utility had a common equity or book

value of $10.00 per share, an investor-expected equity return of ten

percent, and a dividend payout ratio of sixty percent. This results in

earnings per share of $1 .00 ($10.00 book value x 10 percent equity return)

and a dividend of $0.60 ($1.00 earnings/sh. x 0.60 payout ratio) during

7 Year 1. Because forty percent (1 0.60 payout ratio) of the utility's

8

9

earnings are retained as opposed to being paid out to investors, book

value increases to $10.40 in Year 2 of Mr. Hill's illustration. Table I

10 presents the results of this continuing scenario over the remaining five-

11

12

13

14

year period .

The results displayed in Table I demonstrate that under "steady-state" (i.e.

constant) conditions, book value, earnings and dividends all grow at the

same constant rate. The table further illustrates that the dividend growth

15 rate, as discussed earlier, is a function of (1) the internally generated

16

17

funds or earnings that are retained by a company to become new equity,

and (2) the return that an investor earns on that new equity. The DCF

18 b x r, is also referred to as the

19

dividend growth rate, expressed as g

internal or sustainable growth rate.

20

21

22

23

11
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1

2

If earnings and dividends both grow at the same rate as book value,

shouldn't that rate be the sole factor in determining the DCF growth rate?

3 No. Possible changes in the expected rate of return on either common

4 equity or the dividend payout ratio make earnings and dividend growth by

themselves unreliable. This can be seen in the continuation of Mr. HilTs5

6 illustration on a hypothetical utility.

7

8

9

10

11

12

13

14

15

Book Value

Equity Return

Earnings/Sh

Payout Ratio

Dividend/Sh

Year 1

$10.00

10%

$1 .00

0.60

$0.60

Year 2

$10.40

10%

$1 .04

0.60

$0.624

Table II

Year 3

$10.82

15%

$1 .623

0.60

$0.974

Year 4

$11 .47

15%

$1 .720

0.60

$1 .032

Year 5

$12.158

15%

$1 .824

0.60

$1 .094

Growth

5.00%

10.67%

16.20%

N/A

16.20%

16

17

18

19

20

21

22

In the example displayed in Table ll, a sustainable growth rate of four

percents exists in Year 1 and Year 2 (as in the prior example). In Year 3,

Year 4 and Year 5, however, the sustainable growth rate increases to six

percent.3 If the hypothetical utility in Mr. HilTs illustration were expected to

earn a fifteen-percent return on common equity on a continuing basis,

then a six percent long-term rate of growth would be reasonable.

However, the compound growth rates for earnings and dividends,

2 [ ( Year 2 Earnings/Sh - Year 1 Earnings/Sh ) / Year 1 Earnings/Sh ]
$1.00] = [ $0.04 / $1.001 = 4.00%

[($1.04-$1.00)/

3 [ ( 1 - Payout Ratio ) x Rate of Return ] = [ ( 1 - 0.60 )x 15.00% ] : 0.40 x 15.00% = 6.00%

A.

Q .

12
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1

2

3

4

5

6

7

8

9

displayed in the last column, are 16.20 percent. If  this rate were to be

used in the DCF model, the utility's return on common equity would be

expected to increase by f if ty percent every f ive years, [(15 percent / 10

percent) - 1]. This is clearly an unrealistic expectation.

Although it is not illustrated in Mr. Hill's hypothetical example, a change in

only the dividend payout ratio will eventually result in a utility paying out

more in dividends than it earns. While it is not uncommon for a utility in

the real world to have a dividend payout ratio that exceeds one hundred

percent on occasion, it  would be unrealist ic to expect the pract ice to

10 continue over a sustained long-term period of time.

11

12

13

14

Other than the retention of internally generated funds, as illustrated in Mr.

HilTs hypothetical example, are there any other sources of  new equity

capital that can inf luence an investor's growth expectations for a given

15 company?

16 Yes,  a company can ra ise new equity capita l  external ly. The best

17

18

19

20

example of external funding would be the sale of new shares of common

stock. This would create additional equity for the issuer and is often the

case with ut i l i t ies that are either in the process of  acquiring smaller

systems or providing service to rapidly growing areas.

21

22

23

Q.

A.

13
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1 How does external equity financing influence the growth expectations held

2

3

4

5

6

7

8

9

by investors?

Rational investors will put their available funds into investments that will

either meet or exceed their given cost of capital (i.e. the return earned on

their investment). In the case of a utility, the book value of a company's

stock usually mirrors the equity portion of its rate base (the utility's earning

base). Because regulators a l low ut i l i t ies the opportunity to  earn a

reasonable ra te  of  re turn on ra te base,  an investor would take in to

consideration the effect that a change in book value would have on the

10

11

12

13

14

15

rate of return that he or she would expect the utility to earn. If an investor

believes that a ut i l i ty's book value (i.e. the ut i l i ty's earning base) wil l

increase, then he or she would expect the return on the utility's common

stock to increase. If  this positive trend in book value continues over an

extended period of time, an investor would have a reasonable expectation

for sustained long-term growth.

16

17

18

19

20

21

Please provide an example of  how external f inancing af fects a utility's

book value of equity.

As I explained earlier, one way that a utility can increase its equity is by

selling new shares of common stock on the open market. If  these new

shares are purchased at prices that are higher than those shares sold

22 previously, the utility's book value per share will increase in value. This

23 would increase both the earnings base of  the util ity and the earnings

A.

Q.

Q.

A.

14
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1 expectations of investors. However, if  new shares sold at a price below

2

3

the pre-sale book value per share, the af ter-sale book value per share

declines in value. If this downward trend continues over time, investors

4

5

6

7

8

might view this as a decline in the utility's sustainable growth rate and will

have lower expectations regarding growth. Using this same logic, if a new

stock issue sells at a price per share that is the same as the pre-sale book

value per share, there would be no impact on either the utility's earnings

base or investor expectations.

9

10 Please explain how the external component of  the DCF growth rate is

determined.11

12

13

14

In his book, The Cost of Capital to a Public UtiIity,4 Dr. Gordon identified a

growth rate that includes both expected internal and external f inancing

components. The mathematical expression for Dr. Gordon's growth rate is

as follows:15

16

17

18 where: g

b19

g = ( br ) + ( SV )

DCF expected growth rate,

the earnings retention ratio,

20 r the return on common equity,

21 S the fraction of new common stock sold that

22 accrues to a current shareholder, and

4 Gordon, M.J., The Cost of Capital to a Public Utility, East Lansing, Ml: Michigan State
University, 1974, pp. 30-33.

A.

Q.

15
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1 v funds raised from the sale of stock as a fraction

2 of existing equity.

and v
1 BV

MP~( )
3

4 where: BV

5 MP

book value per share of common stock, and

the market price per share of common stock.

6

7

8

Did you include the effect of external equity financing on long-term growth

rate expectations in your analysis of expected dividend growth for the DCF

model?9

10

11

12

Yes. The external growth rate estimate (So) is displayed on Page 1 of

Schedule WAR-4, where it is added to the internal growth rate estimate

(Br) to arrive at a final sustainable growth rate estimate.

13

14

15

16

17

18

19

20

21

22

Please explain why your calculat ion of  external growth on page 2 of

Schedule WAR-4, is the current market-to-book ratio averaged with 1.0 in

the equation [(M / B) + 1] / 2.

The market price of a utility's common stock will tend to move toward book

value, or a market-to-book ratio of 1.0, if regulators allow a rate of return

that is equal to the cost of capital (one of the desired effects of regulation).

As a result of  this situation, I used [(M / B) + 1] / 2 as opposed to the

current market-to-book ratio by itself to represent investor's expectations

that, in the future, a given utility will achieve a market-to-book ratio of 1.0.

A.

Q.

A.

Q.

n
- nu
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1 Has the Commission ever adopted a cost of capital estimate that included

2

3 Yes.

4

5

this assumption?

In  the  p r io r  SW G ra te  cases ,  the  Commiss ion  adop ted  the

recommendations of ACC Staff's cost of capital witness, Stephen Hill, who

l noted earlier in my testimony. In that case, Mr.  Hil l  used the same

6 methods that I have used in arriving at the inputs for the DCF model. His

7 final recommendation for SWG was largely based on the results of his

8

9

10

DCF analysis, which incorporated the same valid market-to-book ratio

assumption that I have used consistently in the DCF model as a cost of

capital witness for RUCO.

11

12

13

14

How did you develop your dividend growth rate estimate?

l analyzed data on a natural gas proxy group consisting of eight natural

gas local distribution companies ("LDC"). .

15

16 Why did you use this methodology as opposed to a direct analysis of

SWG?17

18

19

20

21

22

One of the problems in performing this type of analysis is that the utility

applying for a rate increase is not always a publicly-traded company.

Although SWG is publicly-traded on the NYSE, SWG's Arizona operations

are not. Because of this situation, I used the aforementioned proxy that

includes eight publicly-traded natural gas providers that have similar risk

5 Decision No. 68487, dated February 23, 2006 (Docket No. G-01551A-04-0876)

A.

Q.

A.

Q.

Q.

A.

17
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1 characteristics to SWG in order to derive a cost of common equity for the

2 Company.

3

4

5

6

Are there any other advantages to the use of a proxy?

Yes. As I noted earl ier,  the U.S.  Supreme Court  ru led in  the Hope

d e c i s i o n  t h a t  a  u t i l i t y  i s  e n t i t l e d  t o  e a rn  a  ra t e  o f  re t u rn  t h a t  i s

commensura te  wi th  the  re tu rns on  investments  o f  o ther  f i rms wi th7

8

9

10

11

comparable risk. The proxy technique that I have used derives that rate of

return. One other advantage to using a sample of  companies is that it

reduces the possible impact that any undetected biases, anomalies, or

measurement errors may have on the DCF growth estimate.

12

13

14

15

16

17

18

19

20

21

What criteria did you use in selecting the natural gas LDC's included in

your proxy for SWG?

Each of the natural gas LDC's used in the proxy are publicly-traded on a

major stock exchange (all ten trade on the NYSE) and are followed by The

Value Line Investment Survey ("Value Line"). Each of the eight LDC's are

tracked in Value Line's Natural Gas Utility industry segment. All of the

companies in the proxy are engaged in the provision of regulated natural

gas distribution services. Attachment A of my testimony contains Value

Line's most recent evaluation of the natural gas proxy group that I used for

22 my cost of common equity analysis.

23

A.

Q.

A.

Q.
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1

2

3

4

What companies are included your natural gas proxy?

The eight natural gas LDC's included in my proxy (and their NYSE ticker

symbols) are AGL Resources, Inc. ("ATG"), At nos Energy Corp. ("ATO"),

Laclede Group, Inc. ("LG"), Nicor, Inc. ("GAS"), Northwest Natural Gas Co.

5

6

("NWN"), Piedmont Natural Gas Company ("PNY"), South Jersey

Industries, Inc. ("SJl"), and WGL Holdings, Inc. ("WGL").

7

8

9

10

11

12

13

14

15

16

17

18

Brief ly describe the regions of the U.S. served by the eight natural gas

LDC's that make up your sample proxy.

The eight LDC's listed above provide natural gas service to customers in

the Middle Atlantic region (i.e. SJl which serves southern New Jersey and

WGL which serves the Washington D.C. metro area), the Southeast and

South Centra l  port ions of  the U.S.  ( i .e .  ATG which serves Virg in ia ,

southern Tennessee and the Atlanta, Georgia area and PNY which serves

customers in North Carolina, South Carolina and Tennessee), the South,

deep South and Midwest (i.e. ATO which serves customers in Kentucky,

Mississippi, Louisiana, Texas, Colorado and Kansas, GAS which provides

service to northern and western Illinois, and LG which serves the St. Louis

19

20

area), and the Pacific Northwest (Le. NWN which serves Washington state

and Oregon).

21

22

23

A.

Q.

A.

Q.
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1

2

3

4

Did the Company's witness also perform a similar analysis using the

natural gas LDC's included in your proxy?

Yes. The Company's cost of  capital witness, Mr. Frank Hanley, CRRA,

used the same eight LDC's that I have included in my proxy.

5

6

7

8

9

10

P lease  exp la in  you r  DCF g rowth  ra te  ca lcu la t ions  f o r  the  samp le

companies used in your proxy.

Schedule WAR-5 provides retention ratios, returns on book equity, internal

growth rates, book values per share, numbers of shares outstanding, and

the compounded share growth for each of  the util i t ies included in the

11 sample for the historical observation period 2003 to 2007. Schedule

12

13

14

WAR-5 also includes Value Line's projected 2008, 2009 and 2011-13

values for the retention ratio, equity return, book value per share growth

rate, and number of shares outstanding for the LDC's that make up my

15 proxy.

16

17

18

19

20

21

22

23

Please describe how you used the information displayed in Schedule

WAR-5 to estimate each comparable utility's dividend growth rate.

In explaining my analysis, I will use AGL Resources, Inc., NYSE symbol

ATG,  as  an  examp le . The f i rst  d iv idend growth component  that  I

evaluated was the internal growth rate. I used the "b x r" formula (page

10) to multiply ATG's earned return on common equity by its earnings

retention ratio for each year 2003 through 2007 to derive the uti l i ty's

A.

Q.

A.

Q.

A.

Q.
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

annual internal growth rates. I used the mean average of this f ive-year

period as a benchmark against which I compared the 2008 internal growth

rate and projected growth rate trends provided by Value Line. Because an

investor is  more l ike ly to  be in f luenced by recent  growth t rends,  as

opposed to historical averages, the five-year mean noted earlier was used

only as a benchmark f igure. As shown on Schedule W AR-5, ATG's

sustainable internal growth rates experienced an up and down pattern

during the 5-year observation period. This resulted in a 5.84% average

over the 2003 to 2007 time frame. Value Line's analysts are forecasting a

steady pattern of  growth through 2013 ranging f rom 5.00% in 2008 to

6.16% by the end of 2013. Value Line has made no changes to its prior 5-

year earnings project ion of  5.50% but has revised its project ions for

dividend growth and book value downward f rom 5.50% and 2.50% to

4.00% and 1.50% respectively. Based on these estimates I believe a

5.75% rate of growth is reasonable for ATG (Schedule WAR-6).

16

17 Please continue with the external growth rate component portion of your

18

19

analysis.

Schedule WAR-5 illustrates that ATG's average share growth was 4.32%

20 over the current 2003 2007 observation period. Value Line expects

After21

22

negative growth during the 2008 and 2009 operat ing periods.

remaining stagnant at 76.00 million shares for the aforementioned periods,

23 outstanding shares are expected to increase to 80.00 million during the

Q.

A.
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1

2

3

4

2011-13 period. Taking this data into consideration, I am standing on my

prior estimate of a 0.55 rate of growth for ATG. My f inal dividend growth

rate estimate for ATG is 5.92 percent (5.75 percent internal + 0.17 percent

external) and is shown on Page 1 of Schedule WAR-4.

5

6

7

8

9

What is your average dividend growth rate estimate using the DCF model

for the LDC's in your sample?

Based on the DCF model, my average dividend growth rate estimate is

5.18 percent as displayed on page 1 of Schedule WAR-4.

10

11

12

13

14

15

16

17

18

19

20

21

How does your average dividend growth rate estimates compare to the

growth rate data published by Value Line and other analysts?

Schedule WAR-6 compares my sustainable growth estimates with the

five-year projections of both Zacks (Attachment B) and Value Line. My

5.18 percent  est imate  is  131 basis  po in ts  h igher than the average

projected rate of growth published by Value Line (which is an average of

projected Eds, DPS and BVPS), and 8 basis points higher than the 5.10

percent average of projected 5-year EPS of analyst consensus opinions

published by Zacks Investment Research, Inc. ("Zacks"). My 5.18 percent

estimate is also 44 basis points higher than the 4.74 percent average of

Value Line's and Zacks' projected and historical f igures on Eds, DPS and

22 BVPS. This indicates that investors are expecting increased performance

23 from LDC's in the future. Based on this comparison, I would still say my

A.

Q.

A.

Q.
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1

2

5.18 percent estimate is a fair representation of the growth projections that

are available to the investing public.

3

4

5

How did you calculate the dividend yields displayed in Schedule WAR-3?

I used the estimated annual dividends, for the next twelve-month period,

6

7

8

9

10

that appeared in Value Line's March 14, 2008 Ratings and Reports natural

gas utility industry update. I then divided those figures by the eight-week

average price per share of the appropriate utility's common stock. The

eight-week average price is based on the daily closing stock prices for

each of the companies in my proxies for the period January 28, 2008 to

11 March 20, 2008.

12

13

14

15

Why did you rely on an eight-week observation period for the closing stock

prices as opposed to a spot price at a given point in time?

The eight-week average tends to smooth out random events that may

16

17

18

influence a stocks price on any one particular trading day. For this reason

i typically rely on an eight-week mean average of closing stock prices as

opposed to a spot price.

19

20

21

22

23

Based on the results of  your DCF analysis, what is your cost of  equity

capital estimate for the natural gas utilities included in your sample?

As shown in Schedule WAR-2, the cost of equity capital derived from my

DCF analysis is 9.73 percent for the LDC's included in my sample.

A.

Q.

Q.

A.

A.

Q.
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1 Capital Asset Pricing Model (CAPM) Method

2 Please explain the theory behind the capital asset pricing model ("CAPM")

3 and why you decided to use it as an equity capital valuation method in this

4 proceeding.

5 A. CAPM is a mathematical tool that was developed during the early 1960's

6 by William F. Sharped, the Tim ken Professor Emeritus of Finance at

7 Stanford University, who shared the 1990 Nobel Prize in Economics for

8 research that eventually resulted in the CAPM models. CAPM is used to

9 analyze the relationships between rates of return on various assets and

10 risk as measured by beta.8 In this regard, CAPM can help an investor to

11 determine how much risk is associated with a given investment so that he

12 or she can decide if that investment meets their individual preferences.

13 Finance theory has always held that as the risk associated with a given

14 investment increases, so should the expected rate of return on that

15 investment and vice versa. According to CAPM theory, risk can be

16 classified into two specific forms: nonsystematic or diversifiable risk, and

17 systematic or non-diversifiable risk. While nonsystematic risk can be

18 virtually eliminated through diversification (i.e. by including stocks of

6 William F. Sharpe, "A Simplified Model of Portfolio Analysis," Manaqement Science, Vol. 9, No.
2 (January 1963), pp, 277-93.

7 Dr. Sharpe shared the 1990 Nobel Prize in Economics with Harry M. Markowitz of City
University of New York, and the late Merton H. Miller of the University of Chicago.

8 Beta is defined as an index of volatility, or risk, in the return of an asset relative to the return of
a market portfolio of assets. It is a measure of systematic or non-diversifiable risk. The returns
on a stock with a beta of 1.0 will mirror the returns of the overall stock market. The returns on
stocks with betas greater than 1.0 are more volatile or riskier than those of the overall stock
market, and if a stock's beta is less than 1.0, its returns are less volatile or riskier than the overall
stock market.

Q.
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1 various companies in various industries in a portfolio of securities),

2 systematic risk, on the other hand, cannot be eliminated by diversification.

3 Thus, systematic risk is the only risk of importance to investors. Simply

4 stated, the underlying theory behind CAPM states that the expected return

5 on a given investment is the sum of a risk-free rate of return plus a market

6 risk premium that is proportional to the systematic (non-diversifiable risk)

7 associated with that investment. In mathematical terms, the formula is as

8 follows:

9 k=rf+[fl~(rm-rf)]

10 where: k cost of capital of a given security,

11 ff risk-free rate of return,

12 B beta coefficient, a statistical measurement of a

13 security's systematic risk,

14 rm average market return (e.g. S8¢P 500), and

15 rm- r f market risk premium.

16

17 What security did you use for a risk-free rate of return in your CAPM

18 analysis?

19 I used a six-week average of the yields on a 91-day Treasury Bill ("T-

20 Bill").9 The yields can be viewed in Attachment C of my testimony. This

21 six-week average resulted in a risk-free (rf) rate of return of 1.65 percent.

9 A six-week average was computed for the current rate using 91-day T-Bill yield quotes listed in
Value Line's Selection and Opinion newsletter from February 22, 2008 to March 28, 2008.

Q.

A.

In-nn-
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1

2

3

Why did you use the short-term T-Bill rate as opposed to the yield on an

intermediate 5-year Treasury note or a long-term 30-year Treasury bond?

This is because a 91-day T-Bill presents the lowest possible total risk to

4 an investor. As citizens and investors, we would like to believe that U.S.

5

6

Treasury securities (which are backed by the full faith and credit of the

United States Government) pose no threat of default no matter what their

7 matur i ty  dates are . However,

8

9

10

a  compar ison  o f  va r ious  Treasury

instruments will generally reveal that those with longer maturity dates do

have slightly higher yields. Treasury yields are comprised of two separate

components,1° a true rate of interest (believed to be approximately 2.00

11 percent) and an inflationary expectation. When the true rate of interest is

12

13

subtracted from the total treasury yield, all that remains is the inflationary

expectation. Because increased inf lation represents a potential capital

14 loss,  or r isk,  to  investors,  a h igher in f la t ionary expectat ion by i tse lf

15

16

17

18

19

20

21

represents a degree of risk to an investor. Another way of looking at this

is from an opportunity cost standpoint. When an investor locks up funds in

long-term T-Bonds, compensation must be provided for future investment

opportunities foregone. This is often described as maturity or interest rate

risk and it can affect an investor adversely if market rates increase before

the instrument matures (a rise in interest rates would decrease the value

of the debt instrument). As discussed earlier in the DCF portion of  my

10 As a general rule of thumb, there are three components that make up a given interest rate or
rate of return on a security: the true rate of interest, an inflationary expectation, and a risk
premium. The approximate risk premium of a given security can be determined by simply
subtracting a 91-day T-Bill rate from the yield on the security.

A.

Q.
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1

2

3

4

testimony, this compensation translates into higher rates of returns to the

investor. Since a 91-day T-Bill presents the lowest possible total risk to an

investor, it more closely meets the definition of a risk-free rate of return

and is the more appropriate instrument to use in a CAPM analysis.

5

6 How d id  you ca lcu la te  the market  r isk premium used in  your CAPM

7

8

9

analysis?

I used both a geometric and an arithmetic mean of the historical returns on

the sa.p 500 indexll

10

from 1926 to 20G6 as the proxy for the market rate of

return (rm). The risk premium (rm - rf) that results by using the geometric

11 mean calculation for rm is equal to 8.75 percent (10.40% 1.65%

12

13

8.75%). The risk premium that results by using the arithmetic mean

calculation for rm is 10.65 percent (12.30% - 1.65% =10.65%).

14

15

16

17

18

19

20

21

22

How did you select the beta coef f icients that were used in your CAPM

analysis?

The beta coefficients (IB), for the individual utilities used in my proxy, were

calculated by Value Line and were current as of March 14, 2008 for the

natural gas LDC's that comprise my sample. Value Line calculates its

betas by using a regression analysis between weekly percentage changes

in the market price of the security being analyzed and weekly percentage

changes in the NYSE Composite Index over a five-year period. The betas

11 The historical return information on the S8P 500 index was obtained from Morningstar's SBBI
2007 Yearbook (previously published by lbbotson Associates).

A.

Q.

A.

Q.
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1

2

3

are then adjusted by Value Line for their long-term tendency to converge

toward 1.00. The beta coefficients for the natural gas service providers

included in my sample ranged from 0.80 to 1.00 with an average beta of

4 0.86.

5

6

7

8

What are the results of your CAPM analysis?

As shown on pages 1 and 2 of Schedule WAR-7, my CAPM calculation

using a geometric mean for rm results in an average expected return of

9 9.20 percent. My calculat ion using an arithmetic mean results in an

10 average expected return of 10.83 percent.

11

12 Please summarize the results derived under each of the methodologies

13

14

15

presented in your testimony.

The following is a summary of  the cost of  equity capital derived under

each methodology used:

METHOD RESULTS

16

17

18

19

20

DCF

CAPM

9.73%

9.20% - 10.83%

21

22

23

Based on these results, my best estimate of an appropriate range for a

cost of common equity for SWG is 9.20 percent to 10.83 percent. My final

recommendation for SWG is 9.88 percent.

24

A.

Q.

A.

Q.
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1 Q How did you arrive at your recommended 9.88 percent cost of  common

2

3

4

5

equity?

My recommended 9 .88 percent  cost  o f  common equ i ty  is  the  mean

average of my DCF and CAPM results. The calculation can be seen on

Page 4 of Schedule WAR-1 .

6

7

8

9

10

How does your recommended cost of equity capital compare with the cost

of equity capital proposed by the Company?

The 11.25 percent cost of equity capital proposed by the Company is 137

basis points higher than the 9.88 percent cost of equity capital that I am

11 recommending.

12

13 Current Economic Environment

14

15

Please explain why it  is necessary to consider the current economic

environment when performing a cost  of  equity capita l analysis for a

16

17

regulated utility.

Consideration of the economic environment is necessary because trends

18

19

20

21

22

23

in interest rates, present and projected levels of inflation, and the overall

state of the U.S. economy determine the rates of return that investors earn

on their invested funds. Each of these factors represent potential risks

that must be weighed when estimating the cost of equity capital for a

regulated utility and are, most often, the same factors considered by

individuals who are also investing in non-regulated entities.

A.

A.

Q.

Q.

A.
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1

2

Please discuss your analysis of the current economic environment.

My analysis includes a brief  review of  the economic events that have

occurred since 1990.3

4

Schedule WAR-8 displays various economic

indicators and other data that I will refer to during this portion of my

5 testimony.

6

7

In 1991, as measured by the most recently revised annual change in

gross domestic product ("GDP"), the U.S. economy experienced a rate of

8 growth of  negat ive 0.20 percent. Th is  dec l ine  in  GDP marked  the

9

10

11

12

beginning of a mild recession that ended sometime before the end of the

first half of 1992. Reacting to this situation, the Federal Reserve Board

("Federal Reserve" or "Fed"),  then chaired by noted economist Alan

Greenspan, lowered its benchmark federal funds rate in an ef fort  to

13 further loosen monetary constraints an act ion that resulted in lower

14 interest rates.

15

16

17

18

19

During this same period, the nation's major money center banks followed

the Federal Reserve's lead and began lowering their interest rates as well.

By the end of the fourth quarter of 1993, the prime rate (the rate charged

by banks to their best customers) had dropped to 6.00 percent from a

1990 level of 10.01 percent. In addition, the Federal Reserve's discount

20 rate on loans to its member banks had fallen to 3.00 percent and short-

12 This is the interest rate charged by banks with excess reserves at a Federal Reserve district
bank to banks needing overnight loans to meet reserve requirements. The federal funds rate is
the most sensitive indicator of the direction of interest rates, since it is set daily by the market,
unlike the prime rate and the discount rate, which are periodically changed by banks and by the
Federal Reserve Board, respectively.

A.

Q.
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1 term interest rates had declined to levels that had not been seen since

2 1972.

3

4

5

6

7

8

9

10

Although GDP increased in 1992 and 1993, the Federal Reserve took

steps to increase interest rates beginning in February of 1994, in order to

keep inflation under control. By the end of 1995, the Federal discount rate

had risen to 5.21 percent. Once again, the banking community followed

the Federal Reserve's moves. The Fed's strategy, during this period, was

to engineer a "sof t landing." That is to say that the Federal Reserve

wanted to foster a situation in which economic growth would be stabilized

11 without incurring either a prolonged recession or runaway inflation.

12

13 Did the Federal Reserve achieve its goals during this period?

14 Yes. The Fed's strategy of  decreasing interest rates to stimulate the

15

16

17

18

19

20

21

22

23

economy worked. The annual change in GDP began an upward trend in

1992. A change of 4.50 percent and 4.20 percent were recorded at the

end of  1997 and 1998 respectively. Based on daily reports that were

presented in the mainstream print and broadcast media during most of

1999, there appeared to be little doubt among both economists and the

public at large that the U.S. was experiencing a period of robust economic

growth highlighted by low rates of unemployment and inflation. Investors,

who believed that technology stocks and Internet company start-ups (with

little or no history of earnings) had high growth potential, purchased these

A.

Q.
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1

2
I !

3

types of issues with enthusiasm. These types of investors, who exhibited

what former Chairman Greenspan described as "irrational exuberance,

pushed stock prices and market indexes to all t ime highs f rom 1997 to

2000.4

5

6 What has been the state of the economy since 2001?

7

8

9

10

11

12

13

14

15

16

17

18

The U.S. economy entered into a recession near the end of  the f irst

quarter of 2001. The bullish trend, which had characterized the last half of

the 1990's, had already run its course sometime during the third quarter of

2000. Economic data released since the beginning of 2001 had already

been disappointing during the months preceding the September 11, 2001

terrorist attacks on the World Trade Center and the Pentagon. Slower

growth figures, rising layoffs in the high technology manufacturing sector,

and falling equity prices (due to lower earnings expectations) prompted

the Fed to begin cutting interest rates as it had done in the early 1990's.

The now infamous terrorist attacks on New York City and Washington

D.C. marked a def ining point in this economic slump and prompted the

Federal Reserve to continue its rate cutting actions through December

19 2001 | Prior to the 9/11 attacks, commentators, report ing in both the

20

21

mainstream financial press and various economic publications including

Value Line, believed that the Federal Reserve was cutting rates in the

22 hope of avoiding a recession.

A.

Q.
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

Despite several intervals during 2002 and 2003 in which the Federal Open

Market Committee ("FOMC") decided not to change interest rates - moves

which indicated that the worst may be over and that the recession might

have bottomed out during the last quarter of 2001 - a lackluster economy

persisted. The continuing economic malaise and even fears of possible

def lation prompted the FOMC to make a thirteenth rate cut on June 25,

2003. The quarter point  cut  reduced the federal funds rate to 1.00

percent, the lowest level in 45 years.

Even though some signs of  economic st rength,  main ly at t r ibuted to

consumer spending, began to crop up during the latter part of 2002 and

into 2003, Chairman Greenspan appeared to be concerned with sharp

declines in capital spending in the business sector.

During the latter part of 2003, the FOMC went on record as saying that it

intended to leave interest rates low "for a considerable period." After its

15

16

17

two-day meeting that ended on January 28, 2004, the FOMC announced

"that  wi th  in f la t ion  'qu i te  low'  and p lenty o f  excess capaci ty  in  the

'can be patient in removing its policyeconomy, policy-makers

8000mm0)8ti0)_13"18

19

20

21

22

13 Wolk, Martin, "Fed holds interest rates steady," MSNBC, January 28, 2004.
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1 What actions has the Federal Reserve taken in terms of interest rates
\.

2

3

since the beginning of 2001?

As noted earlier, from January 2001 to June 2003 the Federal Reserve cut

4

5

6

7

8

g

10

11

12

interest rates a total of thirteen times. During this period, the federal funds

rate fell from 6.50 percent to 1.00 percent. The FOMC reversed this trend

on June 29, 2004 and raised the federal funds rate 25 basis points to 1.25

percent. From June 29, 2004 to January 31, 2006, the FOMC raised the

federal funds rate thirteen more times to a level of 4.50 percent.

The FOMC's January 31, 2006 meeting marked the f inal appearance of

Alan Greenspan, who had presided over the rate setting body for a total of

eighteen years. On tha t  same day,  Greenspan 's  successor ,  Ben

Bernanke, the former chairman of the President's Council of  Economic

13

14

15

16

Advisers and a former Fed governor under Greenspan from 2002 to 2005,

was confirmed by the U.S. Senate to be the new Federal Reserve chief.

As expected by Fed watchers, Chairman Bernanke picked up where his

predecessor lef t of f  and increased the federal funds rate by 25 basis

17

18

po in ts  dur ing  each o f  the  next  th ree  FOMC meet ings f o r  a  to ta l  o f

seventeen consecutive rate increases since June 2004, and raising the

19

20

21

federal funds rate to a level of  5.25 percent. The Fed's rate increase

campaign f inally came to a halt at the FOMC meeting held on August 8,

2006, when the FOMC decided not to raise rates.

22

A.

Q.

34



l
9

Direct Testimony of William A. Rigsby
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 What was the reaction in the financial community to the Fed's decision not

2 to raise interest rates?

3

4

5

As in the past, banks followed the Fed's lead once again and held the

prime rate to a level of 8.25 percent, or 300 basis points higher than the

federal funds rate of 5.25 percent established on June 29, 2006.

6

7

8

How did analysts view the Fed's act ions between January 2001 and

August 2006?

9

10

11

12

13

14

15

According to an article that appeared in the December 2, 2004 edition of

The Wall Street Journal, the FOMC's decision to begin raising rates two

years ago was viewed as a move to increase rates from emergency lows

in order to avoid creating an inflation problem in the future as opposed to

slowing down the strengthening economy." in other words, the Fed was

trying to head off inflation before it became a problem. During the period

following the August 8, 2006 FOMC meeting, the Fed's decisions not to

16

17

raise rates were viewed as a gamble that a slower U.S. economy would

help to cap growing inflationary pressures.15

18

19

20

14 McKinnon, John D. and Greg IP, "Fed Raises Rates by a Quarter Point," The Wall Street
Journal, September 22, 2004.

15 up, Greg, "Fed Holds Interest Rates Steady As Slowdown Outweighs Inflation,"The Wall Street
Journal Online Edition, August 8, 2006.

A.

Q.

A.

Q.
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1

2

3

4

5

6

7

Was the Fed attempting to engineer another "soft landing", as it did in the

mid-nineties, by holding interest rates steady?

Yes, however, as pointed out in an August 2006 article in The Wall Street

Journal by E.S. Browning, soft landings - l ike the one that the Fed

managed to pull off during the 1994-95 time frame, in which a recession or

a bear market were avoided .... rarely happen'6. Since it began increasing

the federal funds rate in June 2004, the Fed had assured investors that it

8 would increase r a t e s  a t  a "measured" pace. Many ana lys ts  and

9

10

economists interpreted th is language to mean that former Chairman

Greenspan would be cautious in increasing interest rates too quickly in

order to avoid what is considered to be one of  the Fed's few blunders11

12

13

14

15 17

16

17

18

19

during Greenspan's tenure - a series of increases in 1994 that caught the

f inancial markets by surprise after a long period of low rates. The rapid

rise in rates contributed to the bankruptcy of Orange County, California

and the Mexican peso crisis According to Mr. Browning, at the time that

his article was published, the hope was that Chairman Bernanke would

succeed in slowing the economy "just enough to prevent serious inflation,

but not enough to choke of f  growth." In other words, "a 'Goldilocks

economy," in which growth is not too hot and not too cold."

20

16 Browning, E.S, "Not Too Fast, Not Too Slow...," The Wall Street Journal Online Edition, August
21, 2006.
17 Associated Press (AP), "Fed begins debating interest rates"USA Today, June 29, 2004.

A.

Q.
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1

2

3

4

5

6

7

8

9

10

Was the Fed's attempt to engineer a soft landing successful during the

period that followed the August 8, 2006 FOMC meeting?

It would appear so. Articles published in the mainstream financial press

were generally upbeat on the economy during that period. An example of

this is an article written by Nell Henderson that appeared in the January

30, 2007 edition of The Washington Post. According to Ms. Henderson, "a

year into [Fed Chairman] Bernanke's tenure, the [economic] picture has

turned considerably brighter. Inflation is falling, unemployment is low,

wages are rising, and the economy, despite continued problems in

housing, is growing at a brisk clip.H18

11

12

13

14

15

16

17

18

19

20

What has been the state of the economy over the past year?

Reports in the mainstream financial press during the majority of 2007

reflected the view that the U.S. economy was slowing as a result of a

worsening situation in the housing market and higher oil prices. The

overall outlook for the economy was one of only moderate growth at best.

Also during this period the Fed's key measure of inflation began to exceed

the rate setting body's comfort level.

On August 7, 2007, the FOMC decided not to increase or decrease the

federal funds rate for the ninth straight time and left its target rate

la Henderson, Nell, "Bullish on Bernanke" The Washington Post, January 30, 2007.

A.

Q.

A.

Q.
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1

2

3

4

5

6

7

8

g

unchanged at 5.25 percent.19 At the time of the Fed's decision, analysts

speculated that a rate cut over the next several months was unlikely given

the Fed's concern that inf lation would fail to moderate. However, during

this same period, evidence of  an even slower economy and a possible

recession was beginning to surface. Within days of the Fed's decision to

stand pat on rates, a borrowing crises rooted in a deterioration of  the

market for U.S. subprime mortgages and securities linked to them, forced

the Fed to  in ject  $24 b i l l ion  in  f unds (raised through open market

operations) into the credit markets.2° By Friday, August 17, 2007, after a

turbulent week on Wall Street, the Fed made the decision to lower its10

11

12

13

discount rate (Le. the rate charged on direct loans to banks) by 50 basis

points, from 6.25 percent to 5.75 percent, and took steps to encourage

banks to borrow from the Fed's discount window in order to provide

14

15 2007 edition of The Wall Street Journal the Fed had used all of its tools

liquidity to lenders. According to an article that appeared in the August 18,

21

16 to restore normalcy to the financial markets. If the markets failed to settle

17

18

down, the Fed's only weapon lef t was to cut the Federal Funds rate

possibly before the next FOMC meeting scheduled on September 18,

2007.19

20

19 Ip, Greg, "Markets Gyrate As Fed Straddles Inflation, Growth"The Wall Street Journal, August
8, 2007

20 Ip, Greg, "Fed Enters Market To Tamp Down Rate"The Wall Street Journal, August 9, 2007

21 Ip, Greg, Robin Sydel and Randall Smith, "Fed Offers Banks Loans Amid Crises" The Wall
Street Journal, August 9, 2007
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1 Did the Fed cut rates as a result of  the subprime mortgage borrowing

2 crises?

3

4

5

6

7

8

g

10

11

12

Yes. At its regularly scheduled meeting on September 18, 2007, the

FOMC surprised the investment community and cut both the federal funds

rate and the discount rate by 50 basis points (25 basis points more than

what was anticipated). This brought the federal funds rate down to a level

of  4.75 percent. The Fed's act ion was seen as an ef fort  to curb the

aforementioned slowdown in the economy. Over the course of the next

four months, the FOMC reduced the Federal funds rate by a total 175

basis points to a level of 3.00 percent - mainly as a result of concerns that

the economy was slipping into a recession. This included a 75 basis point

reduction that occurred one week prior to the FOMC's meeting on January

13 29, 2008.

14

15

16

17

18

19

20

What recent actions have the Fed taken in regard to interest rates?

As of this writing, the Fed has continued to cut rates and announced a 75

basis point reduction in the federal funds rate on March 18, 2008. The

Fed's decision to cut rates was based on its belief that, at this point in

time, the slowing economy is a greater concern than the current rate of

inflation (which the majority of FOMC members believe will moderate

A.

Q.

A.

Q.
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1

2

during the present economic slowdown).22 As a result of the Fed's rate

cutting action, the federal funds rate now stands at 2.25 percent.

3

4

5

Putting this all into perspective, how have the Fed's actions since 2000

affected benchmark rates?

6

7

8

9

10

11

12

Despite the increases (prior to June 2006) by the FOMC, interest rates

and yields on U.S. Treasury instruments are for the most part still at

historically low levels. The Fed's actions have also had the overall effect

of reducing the cost of many types of business and consumer loans. As

can be seen in Schedule WAR-8, the previously mentioned federal

discount rate (the rate charged to the Fed's member banks), has fallen to

2.50 percent from 5.73 percent in 2000.

13

14

15

16

17

18

19

20

21

What has been the trend in other leading interest rates over the last year?

As of March 28, 2008, the leading interest rates have all dropped from the

levels that existed a year ago (Attachment C). The prime rate has fallen

from 8.25 percent a year ago to 5.25 percent. The benchmark federal

funds rate, just discussed, has decreased from 5.25 percent, in March

2007, to a level of 2.25 percent (as a result of the March 18, rate cut

discussed above). The yields on several maturities of U.S. Treasury

instruments have also decreased over the past year. A previous trend,

22 up, Greg, "Credit Worries Ease as Fed Cuts, Hints at More Relief"The Wall Street Journal,
March 19, 2008

A.

A.

Q.

Q.
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1

2

described by former Chairman Greenspan as a "conundrum"23, in which

long-te rm ra tes f e l l  as  short - te rm ra tes increased,  thus crea t ing  a

4

5

6

7

8

g

10

11

12

somewhat inverted yield curve that existed as late as June 2007, appears

to have ended and a more t rad i t ional y ie ld  curve (one where y ie lds

increase as maturity dates lengthen) presently exists (Attachment C). The

91-day T-b i l l  ra te ,  used in  my CAPM analys is,  has fa l len f rom 5.03

percent, in March 2007, to 0.56 percent as of March 19, 2008. The 1-Year

Treasury constant maturity rate also decreased from 4.94 percent over the

past year to 1.40 percent. Again, for the most part, these current yields

are considerably lower than corresponding yields that existed during the

early nineties and at the beginning of the current decade (as can be seen

on Schedule WAR-8).

13

14

15

16

What is the current outlook for interest rates, inflation, and the economy?

As a result of the FOMC's March 18, 2008 rate cutting action, the federal

funds rate of 2.25 percent is already below The Wall Street Journal's

17

18

19

20

February 2008 Economic Forecasting Survey's prediction that the rate

would drop to 2.64 percent by December 2008. The change in  the

consumer price index, a key measure of inflation, iS also expected to fall

f rom the  December 2007  leve l  o f  4 .10  percen t  to  2 .30  percen t  by

21 December 2008.

23 Wolk, Martin, "Greenspan wrestling with rate 'conundrum',"MSNBC, June 8, 2005.

8

A.

Q.
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1 Value Line's analysts have been decidedly pessimistic in their outlook on

2 the economy recently and had this to say in their Economic and Stock

3 Market Commentary that appeared in the March 28, 2008 edition of Value

4 Line's Selection and Opinion publication:

The evidence that we are in a recession continues to build. Such
indicators include declining nonfarm payrolls, sluggish manufacturing
and nonmanufacturing data, a falloff in March retail sales, and additional
softness in industrial production.

5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

The economic problems, which began with the housing market, are
spreading and could well spread further in the months to come. Not
only are housing's woes intensifying and weakness evolving in other key
markets, but businesses are unlikely to increase their spending on plant
and equipment given the slowdown on the consumer front. We also think
nonresidential construction, which gave a boost to the economy in 2007,
will ease this year due to the recent tightening in credit conditions. The
spreading construction slump, in the meantime, is likely to increase the
unemployment rolls still further.

Despite their less than favorable outlook on the economy, Value

21 Line's analysts believe that the Federal Reserve is on the right

22 track as also stated in the March 28, 2008 edition of Value Line's

23 Selection and Opinion publication:

24
25
26
27
28
29
30
31
32
33

Effective action by the Federal Reserve should lessen the severity
of an economic setback. The Fed has not only been reducing interest
rates aggressively, taking the federal funds rate (the overnight lending
rate between banks) down from 5.25% to 2.25% since last September,
but it has extended its lending program to provide liquidity to cash-
strapped companies. We think other innovative moves to alleviate the
strains caused by the tightening in the credit markets will be taken by the
Fed in the weeks to come to lessen the severity of any economic
downturn and to hopefully boost flagging investor confidence.

34 How has the current economic environment of lower interest rates affected

35 various regulated utility industries as a whole?

36 Value Line analyst Nils C. Van Liew took note of the environment of low

37 interest rates that existed in the early part of 2007. In Value Line's Electric

Q.

A.
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1 Utility (East) Industry update dated March 2, 2007, Mr. Van Liew had this

2 to say:

3
4
5
6
7
8
9

10
11
12

Low Interest Rates. Several factors are, no doubt, driving the electric
utilities' strong share-price performance. Perhaps most important is a
benign interest-rate environment. Utilities frequently tap the credit
markets to fund their operations. (Low interest rates mean they can cost
effectively build new power plants and maintain existing ones.) "Cheap
money" also tends to drive economic expansion, thereby increasing
electricity demand. That said, interest rates should remain relatively low,
though the likelihood that the Federal Reserve eases (monetary) policy is
small, given persistent inflation concerns.

13 While Mr. Van Liew's views appeared in Value Line's Electric Utility

14 Industry update, I believe his comments hold true for all regulated utilities

15 including the natural gas distribution segment. Given the fact that interest

16 rates are even lower now than they were at the time of Mr. Van Liew's

17 writing, and utility bond rates are currently lower than their 2007 averages

18 (Schedule WAR 8), I believe that his views are still valid. In fact, my

19 opinions are supported by Gabe Moreen, an analyst for Merrill Lynch, who

20 had this to say in his February 21, 2008 report24 on SWG:

21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

Falling interest rates bode well for utilities The Fed's recent interest
rate cuts buoyed our natural gas uti l i ty index stocks, which had
underperformed during recent credit market turmoil. The liquidity
squeeze elevated concerns over higher capital costs for this capital-
intensive industry, but credit market concerns do not fundamentally
threaten the sector, in our view. Most gas utilities in our index have
investment grade credit and, were the cost of debt to rise, could recover
higher capital costs via rate cases. The interest rate cut also boosted
gas utility stocks as 10-year Treasury prices rose and yields fell. 10-year
Treasury yields provide a common benchmark for utility valuation, like
Treasury bills, utility stocks typically offer steady income and are often
valued by yield differential above Treasury bills. The dividend yield-
Treasury yield differential has recently shrunk to 85 [basis points], just
shy of the long-term average 86 [basis point] differential. Treasury yields
are relatively low at 3.9%, and we expect this low differential to help
sustain gas utility stocks at their high valuations in the near term. For

24 Provided in the Company's response to ACC Staff data request STF-2-8 dated March 6, 2008.
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1
2

3

Merrill Lynch's current interest rate outlook, please see The Market
Economist. 15 Februarv 2008.

4 How does the average dividend yield of your sample LDC stocks compare

5 to the average dividend yield for all of the LDC stocks followed by Value

6 Line?

7 As can be seen in Schedule WAR-3, my sample LDC's have an average

8 dividend yield of 4.55 percent which falls between Value Line's 3.60

9 percent 2006 average dividend yield for the natural gas industry and their

10 2011-13 projection of 4.60 percent (Attachment A).

11

12 How has the slowdown in housing construction impacted SWG?

13 It would appear the housing slowdown discussed above is actually having

14 a positive effect on SWG. This was reflected in several security analysts'

15 reports that the Company provided in response to ACC Staff data request

16 STF-2-8. Analysts for North American Equity Research, a subsidiary of

17 J.P. Morgan Chase, had this to say:

18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34

Slowing Customer Growth, Reduced Equity Issuance Need
Southwest Gas highlighted a decline in its customer growth rate to below
3% in 2007, a decline attributable to problems in the housing market.
Specifically, unoccupied homes and associated inactive meters
accounted for a significant portion of the year-over-year decline. The
large inventory of existing homes is expected to place downward
pressure on new construction. As such, for the next two years the
company anticipates growth in the range of 1.5-3% until the housing
market returns to more normal levels. A more normalized growth rate
reduces capital expenditures, mitigates cost creep associated with
sewing the growing demand and thereby should reduce the impact of
regulatory lag caused in part by rate making in AZ which utilizes a
historical test-year. On a related issue, we note that Southwest Gas has
placed meters in approximately 20,000-30,000 homes that are currently
vacant. The company highlighted that once these houses are occupied
and gas meters turned on, Southwest Gas will begin bringing on new
customers at no cost. As the capital for these meters are already

f

I

A.

A.

Q.

Q.

44



I z I
I

Direct Testimony of William A. Rigsby
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1
2
3
4
5
6
7
8
9

10

included in the company's AZ rate case, these new customer additions
would be incremental to earnings. Along with the decl ine in the
company's customer growth forecast, Southwest Gas has revised its
2008-2010 capital expenditure forecast as disclosed in the 2007 10K.
SWX forecasts cape of $850 million with $70-80 million equity financed.
That is a reduction from the prior three-year outlook of $880 million and
$100-125 million of equity financing. The reduction in their equity
financing needs equates to about 2.8% of outstanding shares and is a
positive development for shareholders.

11 Analysts at Citigroup Global Markets, Inc. had this to say:

12
13
14
15
16
17
18
19
20
21
22

What's Wrong? - We believe the housing downturn in As, NV and CA
has led some to believe that SWX will be negatively impacted by lower
customer growth (6% previously down to 3% on the high-end). We think
differently. First, we had always assumed that customer growth would
trend back to normal levels. Second, during times of high customer
growth, SWX struggled to earn its cost of capital because of historical
test years in its rate cases (EVA negative). We estimate a one to two
year lull in housing growth will enable SWX to push ROR above its costs
of capital creating positive EVA.

Based on the above analysts' outlooks, it is reasonable to say that

23 the slowdown in the housing sector is actually having a positive

24 effect on SWG, given the fact that the Company will not have to

25 devote higher levels of internally generated funds on capital

26 expenditures, thus providing SWG with the opportunity to build on

27 its existing equity position and-possibly increase dividends.

28

29 After weighing the economic information that you've just discussed, do you

30 believe that the 9.88 percent cost of equity capital that you have estimated

31 is reasonable for SWG?

32 I believe that my recommended 9.88 percent cost of equity will provide

33 SWG with a reasonable rate of return on the Company's invested capital

34 when economic data on interest rates (that are low by historical

Q.

A.
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1 standards), the current lull in growth in new housing construction, and the

2 Fed's ability to keep inflation in check are all taken into consideration. As I

3 noted earlier, the Hope decision determined that a utility is entitled to earn

a rate of return that is commensurate with the returns it would make on4

5

6

7

other investments with comparable risk. I believe that my cost of equity

analysis, which is an average of the results of both the DCF and CAPM

models, has produced such a return.

8

9 COST OF DEBT

10

11

Have you reviewed SWG's testimony on the Company-proposed cost of

debt?

12

13

14

Yes. I have reviewed the testimony provided by SWG witness Theodore

K. Wood who presents the Company's capital structure, cost of debt and

cost of preferred equity proposals.

15

16

17

18

Briefly explain how SWG calculated the Company-proposed cost of debt.

The Company-proposed cost of debt is the weighted cost of the SWG's

fixed rate and variable rate debt instruments excluding industrial

19 development revenue bonds ("IDRB") that were issued to finance specific

20 assets located in Clark County, Nevada and the City of Big Bear,

21 California.

22

23

I I

A.

Q.

A.

Q.
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1

2

3

4

5

Have you adopted the Company-proposed cost of debt?

Yes. The weighted cost of the Company's debt was also used in RUCO

witness Rodney L.  Moore 's synchronized in terest  ca lcu lat ion which

produced the interest deduction reflected in RUCO's recommended level

of income tax expense.

6

7 COST OF PREFERRED EQUITY

8

9

10

11

12

Have you reviewed SWG's testimony on the Company-proposed cost of

preferred equity?

Yes. SWG witness Wood presented testimony on the Company-proposed

8.20 percent embedded cost of preferred equity, which reflects the

effective cost of the Company's $100 million in trust originated preferred

13 securities ("TOPrS").

14

15

16

Have you accepted the Company-proposed 8.20 percent cost of preferred

equity?

Yes I have.17

18

19

20

21

22

23

Is the weighted cost of SWG's preferred equity also reflected in RUCO's

recommended level of income tax expense?

Yes it is. Ordinarily this type of regulatory accounting treatment would not

be considered for the dividends of preferred equity instruments. However,

as explained on pages 34 and 35 of SWG witness Theodore K. Wood, the

A.

Q.

A.

Q.

Q.

A.

A.

Q.
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1 dividends of the TOPrS are tax-deductible as a result of the trust structure

2

3

4

5

6

used by the Company to issue the securities. Given the tax-deductible

nature of  the dividends, i t  is only logical that their weighted cost be

inc luded in  the  synchron ized in terest  ca lcu la t ion  tha t  produces an

appropriate interest expense deduction that is used to compute a f inal

recommended level of income tax expense.

7

8 CAPITAL STRUCTURE

9

10

Have you reviewed SWG's testimony regarding the Company's proposed

capital structure?

Yes.11

12

13

14

15

16

17

What was SWG's actual capital structure during the test year?

According to the direct testimony of SWG witness Wood (pages 10 and

11), the Company's actual capital structure during the test year was

comprised of 52.70 percent debt, 4.40 percent preferred equity, and 42.90

percent common equity.

18

19

20

21

22

23

A.

Q.

A.

Q.
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1

2

How does the Company's actual capital structure compare to the average

capital structure of  the eight LDC's in your cost of  equity capital proxy

3

4

5

6

7

8

9

group?

As can be seen in Schedule WAR-9, the average capital structure of the

eight LDC's included in my sample was comprised of 45.90 percent debt,

0.20 percent preferred equity, and 53.90 percent common equity. My

analysis shows that the equity positions of the LDC's in my sample have

increased slightly since SWG's cost of  capital consultant, Mr. Hanley,

conducted  h is  ana lys is  (as  seen  on  page  11  o f  Mr .  W ood 's  d i rec t

10 testimony).

11

12

13

14

15

16

17

18

19

20

21

Is SWG's capital structure in line with industry averages?

No. As I explained above, SWG's actual capital structure is heavier in

debt and preferred equity than the natural gas utilities included in my

sample (Schedule WAR-9). Thus, the cost of equity derived in my DCF

analysis is applicable to companies that are not as leveraged and,

theoretically speaking not as risky than a utility with a level of debt similar

to SWG's. In the case of a publicly-traded company, such as those

included in my proxy, a company with SWG's level of debt would be

perceived as having a higher level of financial risk and would therefore

also have a higher expected return on common equity.

22

23

49
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A.
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1

2

3

Please describeth Company's proposed capital structure.

The Company is proposing a target capital structure comprised of 51.00

percent debt, 4.00 percent preferred equity, and 45.00 percent common

4 equity.

5

6 What capital structure are you recommending for SWG?

7 I am recommending the same capital structure being proposed by SWG.

8

9

10

11

12

13

Have you made an adjustment to your cost of equity estimate based on

the perception of higher financial risk that you explained earlier?

No, l have not. The target (i.e. hypothetical) capital structure that l am

recommending will provide SWG with additional operating income and

cash flows that will offset any perceived financial risk.

14

15

16

17

18

19

20

21

22

23

Please explain.

The h igher level of  equity in  my recommended capita l  st ructure wi l l

provide the Company with a higher overall weighted cost of  equity (i.e.

8.83 percent as opposed to 8.80 percent) and will likewise provide SWG

with a higher level of operating income. The higher level of equity in the

target capital structure also results in a lower weighted cost of debt which

in turn produces a lower synchronized interest deduction. This has the

overall effect of providing SWG with a higher level of income tax expense.

This higher level of income tax expense results in additional cash flow to

A.

Q.

A.

A.

Q.

Q.

A.

Q.
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1

2

3

4

5

6

7

8

SWG because the Company's actual income tax liability will be lower (as a

result of the higher actual interest expense deduction that the Company is

entitled to). For these reasons I have made the decision not to make any

adjustment to my recommended cost of equity which was based on the

results of my DCF and CAPM analyses. In summary, I believe that my

recommended target capital structure will provide SWG with a return on

invested capital that will compensate the Company's shareholders for any

perceived financial risk that they may face.

9

10 WEIGHTED COST OF CAPITAL

11

12

13

14

15

16

17

18

How does the Company's proposed weighted cost of capital compare with

your recommendation?

The Company has proposed a weighted cost of capital of 9.45 percent.

This composite figure is the result of a weighted average of SWG's

proposed 7.96 percent cost of debt, 8.20 percent cost of Preferred equity,

and 11.25 percent cost of equity capital. The Company-proposed 9.45

percent weighted cost of capital is 62 basis points higher than the 8.83

percent weighted cost of capital that I am recommending.

19

20

21

22

23

A.

Q.
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1 COMMENTS ON SOUTHWEST GAS CORPORATION'S COST OF EQUITY

2 CAPITAL TESTIMONY

3

4

5

6

7

8

Please describe SWG's cost of equity capital testimony.

As noted earlier in my testimony, SWG's cost of capital testimony was

prepared by the Company's cost of equity consultant Mr. Frank J. Hanley,

CRRA. Mr. Hanley's testimony presents the results of his cost of common

equi ty analysis, which used the DCF, CAPM, r isk premium, and

Mr. Hanley believes that the

9

10

comparable earnings methodologies.

Company is entitled to an 11.25 percent cost of common equity based on

the results of his cost of capital analysis.

11

12

13

Please compare the way you conducted your DCF analysis with the way

that Mr. Hanley conducted his.

14

15

16

17

18

19

Mr.  Han ley conducted a  DCF ana lys is  us ing  a  s imi la r  s ing le -s tage

constant growth model as I did. As l explained earlier in my testimony, Mr.

Hanley also conducted his analysis using a proxy group comprised of the

same eight natural gas ut i l i t ies that were included in my sample. In

addition to the aforementioned proxy group, Mr. Hanley also treated SWG

as a stand-alone company in his analysis.

20

21

22

23

l 1

A.

Q.

A.

Q.
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1 How did Mr. Hanley determine the dividend yield component in his DCF

2 model?

3

4

5

6

7

8

9

10

11

12

13

14

For the P0 portion of the DCF formula, Mr. Hanley averaged spot prices

that occurred on June 25, 2007 with average high and low prices that

occurred during the months of May 2007 and April 2007 to arrive at initial

average dividend yields of 3.94 percent, 3.67 percent, and 3.67 percent

respectively for his proxy group of eight LDC's. After obtaining his initial

dividend yields, he averages the results to arrive at an unadjusted average

dividend yield of 3.76 percent. Mr. Hanley then adds a dividend growth

component, which averages 0.08 percent for his sample LDC's, to arrive

at a f inal adjusted average dividend yield of  3.84 percent. His f inal

adjusted dividend yield is 71 basis points lower than the average 4.55

percent dividend yield that l obtained using an average of closing stock

prices during a more recent 8-week period (Schedule WAR-3).

15

16 How did Mr. Hanley obtain his final growth (i.e. g) estimate in his DCF

17

18

19

20

21

22

analysis?

Mr. Hanley averaged the long-term (i.e. 2010-12) June 15, 2007 earnings

per share projections of Value Line analysts and the June 23, 2007 five-

year earnings per share projections of Thompson FN/First Call analysts to

arrive at an average DCF growth rate of 4.51 percent for his proxy group

of eight LDC's. His f inal average DCF growth estimate result of  4.51

A.

Q.

A.

Q.
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1 percent is 67 basis points lower than my growth rate estimate of  5.18

2 percent.

3

4

5

6

7

8

9

What is the average DCF result for the average dividend yields and

growth estimates that were obtained by Mr. Hanley?

Mr. Hanley's final average DCF cost of equity estimate, using the inputs

that I have just described, is 8.35 percent or 138 basis points lower than

my DCF estimate of 9.73 percent. Mr. Hanley's final DCF estimate of 9.92

percent is 19 basis points higher than my final DCF estimate of 9.73

10 percent.

11

12

13

14

15

How did Mr. Hanley obtain his f inal DCF cost of equity estimate of 9.92

percent when the average of  his LDC sample produced an estimate of

8.35 percent?

To arrive at his f inal DCF cost estimates, Mr. Hanley ignored any results

16

17

18

19

that were lower than 9.60 percent, which he states was the lowest rate

awarded to a gas distribution utility during the twelve month period ended

March 31, 2007. This methodology had the ef fect of  eliminating the

results of six of the eight LDC's in his proxy group.

20

21

22

23

A.

Q.

Q.

A.
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1

2

3

4

5

6

7

8

Do you agree with Mr. Hanley's method which el iminates any results

under 9.60 percent?

No, I do not. Even though my f inal DCF estimate falls above the 9.60

percent threshold established by Mr. Hanley l stil l don't agree with his

methodology. By setting his 9.60 percent threshold, Mr. Hanley is in effect

refusing to consider the fact that the market has priced the returns of

LDC's at a lower level than what regulators have adopted and that the

investment community is willing to accept lower rates of returns.

9

10

11

12

13

14

Please compare the results of your CAPM analysis with the results of Mr.

Hanley's CAPM analysis.

Mr.  Hanley performed two CAPM analyses, one using the tradit ional

CAPM model which I used (i.e. the Sharpe/Lintner version expressed as k

= rf + [ 13 ( rm - rf )]) and a second using the empirical ("ECAPM") version of

the model which assumes that the risk-f ree rate of  return used in the15

16

17

18

traditional model is understated. Typically the ECAPM uses unadjusted

betas that are lower than the adjusted Value Line betas that l used in my

CAPM analysis (a point on which Mr. Hanley and I disagree).

19

20

21

22

Why didn't you use the ECAPM version in your CAPM analysis?

I did not use this version mainly because the ECAPM has been given little

to no weight by the ACC in prior Commission proceedings (most notably in

A.

Q.

A.

Q.

A.

Q.
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1

2

a number of Arizona-American Water Company filings where the model

was employed by a Boston consulting firm known as the Brattle Group).

3

4 What were the differences between your CAPM analysis and Mr. Hanley's

5 CAPM analysis?

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Mr. Hanley performed his analysis using the same proxy that he used in

his DCF analyses and also treated SWG as a stand-alone entity. His

CAPM analysis produced an average expected return, or k,  of  10.35

percent for his group of eight LDC's. As in his DCF analysis, Mr. Hanley

simply rejected any results lower than 9.60 percent. Thus, his final CAPM

estimate of 10.49 percent is higher than the aforementioned average of all

eight of the LDC's used in both of our samples. His f inal CAPM estimate

of 10.49 percent is 129 basis points higher than my 9.20 percent CAPM

analysis result using a geometric mean, and 34 basis points lower than my

10.83 percent CAPM analysis result using an arithmetic mean. His stand-

alone result for SWG is 10.17 percent. Mr. Hanley's ECAPM analysis

produced an average expected return of 10.51 percent for his group of

eight LDC's (the results for all eight of his sample companies exceeded

his 9.60 percent threshold). His f inal ECAPM estimate of 10.51 percent

results is 131 basis points higher than my 9.20 percent CAPM analysis

result using a geometric mean, and 31 basis points lower than my 10.83

percent CAPM analysis result using an arithmetic mean. His ECAPM

result for SWG as a stand-alone entity is 10.38 percent.

A.

Q.
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1

2

3

What beta coefficient (IB) did you use in your CAPM model and what beta

coefficient did Mr. Hanley's use in his CAPM analysis?

I used a beta coefficient of 0.86, which is an average of Value Line's

4

5

6

7

8

9

10

adjusted betas for the eight LDC's included in my proxy. Mr. Hanley used

an average beta coefficient of 0.88 for his group of eight LDC's. The lower

average beta used in my analysis reflects the fact that the betas for

several of the LDC's used in our samples have fallen (indicating lower

risk) since Mr. Hanley conducted his analysis. Technically, Mr. Hanley's

ECAPM model overstates the expected return because of his use of an

adjusted beta in a model that contains an upward adjustment for the risk-

11 free rate of return.

12

13

14

15

16

17

18

19

20

21

22

Please compare the risk free rate of return (rf) proxies used in both your

and Mr. Hanley CAPM analyses.

As I explained earlier in my testimony (page 25), I used a six-week

average on a 91-day T-Bill rate. This resulted in a risk-free rate of return

of 1.65 percent. Mr. Hanley on the other hand, used an average of

economist's projections, reported in Blue Chip Financial Forecasts dated

July 1, 2007, on the yields of 30-year U.S. Treasury Notes for the six

quarters ending with the final calendar quarter of 2008. This resulted in a

higher risk-free rate of return of 5.33 percent. The difference between the

two average yields is 368 basis points.

23

A.

Q.

A.

Q.
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1

2

3

4

5

6

7

8

What is the difference between your market risk premium and the market

risk premium used by Mr. Hanley?

Mr. Hanley derived his 5.69 percent market risk premium figure by

averaging Value Line and Morningstar data. The 5.69 percent market risk

premium used by Mr. Hanley is 306 basis points lower than my 8.75

percent market risk premium, using a geometric mean, and is 496 basis

points lower than my 10.65 percent market risk premium, using an

arithmetic mean.

9

10

11

12

13

14

Did you conduct a risk premium study or a comparable earnings analysis

similar to the ones performed by Mr. Hanley?

No l did not. The risk premium methodology is basically an offshoot of the

CAPM and the comparab le  earn ings method,  though used by most

analysts to some degree, has been largely replaced by forward-looking

methods such as DCF and CAPM.15

16

17

18

How does Mr. Hanley arrive at his 11.25 percent cost of common equity

f igure after presenting the results of his DCF, risk premium, CAPM and

19

20

21

22

23

comparable earnings analyses?

Mr. Hanley arrived at his recommended 11.25 percent cost of  common

equity by weighing the results of all four of his models. This resulted in a

cost rate of 11.00 percent for his proxy group of eight LDC's. After this he

makes an upward adjustment of  31 basis points as a result of  SW G's

A.

A.

Q.

Q.

A.

Q.
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1

2

3

credit ratings. His final 11.25 percent cost of common equity for SWG is

conditioned on the Commission's adoption of the 45.00 percent level of

equity, in the Company-proposed capital structure, and the Company's

4 proposed tariff tools.

5

6

7

8

9

10

11

12

13

14

15

16

17

Has Mr. Hanley given any consideration to the risk mitigation inherent in

SWG's decoupling proposal in his cost of equity analysis?

No. Mr. Hanley's testimony concentrates on why his recommended 11.25

percent cost of common equity is appropriate for SWG given the various

characterist ics of  the LDC's in his sample which includes their credit

ratings and the fact that six of the eight have some form of decoupling or

weather normalization in some of the jurisdictions they serve. However,

Mr. Hanley's testimony does not address the fact that the implementation

of a decoupling mechanism, which would essentially provide SWG with a

guaranteed return on the Company's invested capital, does in itself merit a

lower cost of common equity that reflects the elimination of the risk of not

being able to earn an authorized rate of return.

18

19

20

21

Does your silence on any of the issues, matters or f indings addressed in

the testimony of Mr. Hanley constitute your acceptance of his positions on

such issues, matters or findings?

22 No, it does not.

23

1

A.

Q.

Q.

A.
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1 Does this conclude your testimony on SWG?

2 Yes, it does.A.

Q .
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Appendix 1

Qualifications of William A. Rigs by, CRRA

EDUCATION: University of Phoenix
Master of Business Administration, Emphasis in Accounting, 1993

Arizona State University
College of Business
Bachelor of Science, Finance, 1990

Mesa Community College
Associate of Applied Science, Banking and Finance, 1986

Society of Utility and Regulatory Financial Analysts
38th Annual Financial Forum and CRRA Examination
Georgetown University Conference Center, Washington D.C.
Awarded the Certified Rate of Return Analyst designation
after successfully completing SURFA's CRRA examination.

Michigan State University
Institute of Public Utilities
N.A.R.U.C. Annual Regulatory Studies Program, 1997 84999

Florida State University
Center for Professional Development 81 Public Service
N.A.R.U.C. Annual Western Utility Rate School, 1996

EXPERIENCE: Public Utilities Analyst V
Residential Utility Consumer Office
Phoenix, Arizona
April 2001 .- Present

Senior Rate Analyst
Accounting 8= Rates - Financial Analysis Unit
Arizona Corporation Commission, Utilities Division
Phoenix, Arizona
July 1999 - April 2001

Senior Rate Analyst
Residential Utility Consumer Office
Phoenix, Arizona
December 1997 .- July 1999

Utilities Auditor ll and ill
Accounting 8t Rates -. Revenue Requirements Analysis Unit
Arizona Corporation Commission, Utilities Division
Phoenix, Arizona
October 1994 - November 1997

Tax Examiner Technician I / Revenue Auditor ll
Arizona Department of Revenue
Transaction Privilege l Corporate Income Tax Audit Units
Phoenix, Arizona
July 1991 - October 1994
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Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION

Docket No. Type of ProceedinqUtility Company

ICE Water Users Association U-2824-94-389 Original CC&N

Rate IncreaseRincon Water Company U-1723-95-122

Ash Fork Development
Association, Inc. E-1004-95-124 Rate Increase

Parker Lakeview Estates
Homeowners Association, Inc. U-1853_95-328 Rate Increase

Mirabell Water Company, Inc. U-2368-95-449 Rate Increase

Bonita Creek Land and
Homeowner's Association U-2195-95-494 Rate Increase

Pineview Land 8=
Water Company U-1676-96-161 Rate Increase

Pineview Land 81
Water Company U-1676-96-352 Financing

Montezuma Estates
Property Owners Association U-2064-96-465 Rate Increase

Houghland Water Company U-2338-96-603 et al Rate Increase

Sunrise Vistas utilities
Company - Water Division U-2625-97-074 Rate Increase

Sunrise Vistas Utilities
Company - Sewer Division U-2625-97-075 Rate Increase

Holiday Enterprises, Inc.
db Holiday Water Company U-1896-97-302 Rate increase

Gardener Water Company U-2373-97-499 Rate Increase

CienegaWater Company W-2034-97-473 Rate Increase

Rincon Water Company W-1723-97-414
Financing/Auth.
To Issue Stock

w-01651A-97-0539 et al Rate IncreaseVail Water Company

Bermuda Water Company, Inc. W-01812A-98-0390 Rate Increase

Bella Vista Water Company W-02465A-98-0458 Rate Increase

Pima Utility Company SW-02t 99A-98-0578 Rate Increase

2
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

utility Company Docket No. Type of Proceeding

W-01676A-99-0261 WIFA Financing

W-02191A-99-0415

Pineview Water Company

l.M. Water Company, Inc.

Mara fa Water Service, Inc. W-01493A-99-0398

Financing

WlFA Financing

Tonto Hills Utility Company W-02483A-99-0558 WIFA Financing

New Life Trust, Inc.
db Dateland Utilities W-03537A-99-0530 Financing

Sale of AssetsGTE California, Inc. T-01954B-99-0511

Citizens Utilities Rural Company, Inc. T-01846B-99-0511 Sale of Assets

W-02113A-00-0233 ReorganizationMCO Properties, Inc.

American States Water Company w-02113A-00-0233

W-01303A-00-0327Arizona-American Water Company

Arizona Electric Power Cooperative E-01773A-00-0227

Reorganization

Financing

Financing

T-03777A-00-0575

W-02074A~00-0482

Financing

WIFA Financing

360networks (USA) Inc,

Beardsley Water Company, Inc.

Mirabell Water Company W-02368A-00-0461 WIFA Financing

Rio Verde Utilities, inc. WS-02156A-00-032t et al
Rate Increase/
Financing

W-01445A-00-0749 FinancingArizona Water Company

Loma Linda Estates, Inc. W-02211A-00-0975 Rate Increase

W-01445A-00-0962 Rate Increase/ACRMArizona Water Company

Mountain Pass Utility Company SW-03841A-01-0166 Financing

Picacho Sewer Company SW-03709A-01-0165 Financing

Picacho Water Company W-03528A~01-0_69 Financing

W-03861A-01-0167 Financing

W-02025A-01~0559 Rate Increase

Ridgeview Utility Company

Green Valley Water Company

Bella Vista Water Company w-02465A-01-0776 Rate Increase

Arizona Water Company W-01445A-02-0619 Rate Increase/ACRM

3
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.I

Docket No. Type of Proceedingutility Company

Arizona-American Water Company W-01303A-02-0867 et al. Rate Increase

Arizona Public Service Company E-01345A-03-0437 Rate Increase

WS-02676A-03-0434 Rate Increase

T-01051 B-03-0454 Renewed Price Cap

w-02113A-04-0616 Rate Increase

W-01445A-04-0650 Rate Increase/ACRM

Rio Rico Utilities, Inc.

Qwest Corporation

Chaparral City Water Company

Arizona Water Company

Tucson Electric Power Company E-01933A-04-0408 Rate Review

G-01551A-04-0876 Rate Increase

W-01303A-05-0405 Rate Increase/ACRM

SW-02361A-05-0657 Rate Increase

Southwest Gas Corporation

Arizona-American Water Company

Black Mountain Sewer Corporation

Far West Water 8¢ Sewer Company WS-03478A-05-0801 Rate Increase

SW-02519A-06-0015 Rate Increase

E-01345A-05-0816 Rate Increase

Gold Canyon Sewer Company

Arizona Public Service Company

Arizona-American Water Company W-01303A-06-0014 Rate Increase

Arizona-American Water Company W-01303A-05-0718 Transaction Approval

G-04204A-06-0463 Rate IncreaseUNS Gas, Inc.

Arizona-American Water Company WS-01303A-06-0403 Rate Increase

Arizona-American Water Company ws-01303A-06-0491 Rate Increase

E-04204A-06-0783 Rate IncreaseUNS Electric, Inc.

Arizona-American Water Company W~01303A-07-0209 Rate Increase

Tucson Electric Power Company E-01933A-07-0402 Rate Increase

4
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INDUSTRY TIMELINESS: 70 (of 97)

Composite Statistics: Natural Gas Utility

2004 2005 2006 2007 2008 2009 11-13

33220 41399

1517.2 1788.8

41401

18230

44500

2050

46500

2150

49500

2350

Revenues ($mill)

Net Profit (Small)

61500

3000

35.7%

4.8%

35.8%

48%

36.1%

4.4°/

36.0%

4.6%

36.07

4.6%

36.0%

4. 7%

Income Tax Rate

Net Profit Margin

36.0%

4.9%

53.2/n

45.7%

50.7%

48.39'

52.04

47.0%

51.0%

48.0%

51.0%

48.0%

51.0%

48.0%

Long-Term Debt Ratio

CommonEquity Ratio

52.0%

46.0%

31268

32053

33911

35030

35357

35944

36750

39000

38000

41000

39750

43000

Total Capital (hmm)

Net Plant (Sum)

44000

47500

6/4%

1o.4"/

10.5%

5.9%

10.7%

108 A

6.7%

10.7%

11.0%

7.0%

11.5%

11.5%

7.0%

11.5%

11.5%

7.5%

12.0%

12.0%

Return on Total Cap'l

Return on Shr. Equlty

Return on Com Equity

8.0%

12.5%

12.5%

4.0%

63%

4,4%

59%

4.8%

59%

5.2%

50%

5.3%

60%

5.5»/

60%

Retained to Com Eq

All Div'ds to Net Prof

6.0%

60'/

15,8

.82

4.0v

16.2

.87

3.6%

15.8

.90

3.6%

Bold in
Vail.
est

lures are
- Line
rates

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Weld

110

.as

4.6v

308% 331% 315% 325% 325% 230% Fixed Charge Coverage 330%

Natural Gas Utility
R E L A TIV E  S TR E N GTH  (R a t i o  o f  In d u s t r y  t o  V a l u e  L i n e  C o m p . )

8 0 0

5 0 0

4 0 0

3 0 0

2 0 0

2 0 0 8
1 0 0

2 0 0 2 2 0 0 3 2 0 0 4 2 0 0 5 2 0 0 6 2 0 0 7
Index:  J une ,  1967  =  100

A
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M a r c h  1 4 ,  2 0 0 8 NATURAL GAS UTILITY 446

T h e  N a t u r a l  G a s  U t i l i t y  I n d u s t r y  r a n k s  i n  t h e
b o t t o m  h a l f  o f  o u r  i n d u s t r y  s p e c t r u m  f o r  T i m e l i -
n e s s .  H ow e v e r ,  m a n y  f i r m s  a r e  d e v e l op i n g  op p or -
t u n i t i e s  t o  b o l s t e r  g r o w t h  f o r  t h e  y e a r s  a h e a d .
M o r e o v e r ,  c o m p a n i e s  i n  t h i s  s e c t o r  t e n d  t o  b e
s t a b l e  b u s i n e s s e s  t h a t  o f f e r  a t t r a c t i v e  d i v i d e n d
y i e l d s ,  w h i c h  m a y  a d d  a p p e a l  t o  m a n y  i s s u e s ,
g i v e n  t h e  c u r r e n t  l a c k l u s t e r  e c o n o m i c  e n v i r o n -
m e n t .  S t i i l ,  l i m i t e d  n e a r - t e r m  e a r n i n g s  p r os p e c t s
a n d  a  t o u g h  r e g u l a t o r y  e n v i r o n m e n t  c o n t i n u e  t o
w e i g h  on  f i r m s  h e r e .

hoping for relief from these commissions in order to
boost results.

Economic Environment
The domestic economy appears to be moving closer to

a possible recession. Investor sentiment has soured over
the past year, as turmoil in the credit markets and a
weak housing market have been a drag on the broader
economy. The weakness Ir the housing market has hurt
companies in this industry, as customer growth has
slowed for many Natural Gas Utilities. Oil prices have
risen, which has helped offset some of this pressure, as
natural gas has become an increasingly popular choice
for consumers to meet their energy needs. Given the
current turmoil in the world's financial markets, good
quality businesses such as these may come increasingly
into favor. These equities offer fairly predictable results,
solid balance sheets, and above-average yields. Thus,
conservative accounts may want to consider some of the
stocks in this industry if they are trying to reduce risk in
their portfolios.

Business Structure
Companies  in  th is  sec tor  have sought  var ious  ways  to

d r i v e  p r o f i t s .  O n e  s u c h  w a y  h a s  b e e n  d e v e l o p i n g  o r
a d d i n g  u n r e gu l a t e d  b u s i n e s s e s  t o  t h e i r  o p e r a t i o n s .
These ventures  are not  l imi ted by  s tate commiss ions  and
p o s s e s s  t h e  p o t e n t i a l  t o  d r i v e  s h a r e - n e t  b e y o n d  t h e i r
t y p i c a l  l ev e l s .  Cur ren t l y ,  t h i s  s t ra t egy  on l y  mak es  up  a
s mal l  por t i on  o f  t h i s  i ndus t ry ' s  res u l t s .  Howev er ,  i t  may
b e c o m e  a n  i n c r e a s i n g l y  i m p o r t a n t  l o n g- t e r m  o p p o r t u -
n i t y .  A no t he r  way  f i rm s  hav e  been  t r y i ng t o  boos t  pe r -
formance i s  by  improv ing cos t  cont ro ls .  F i rms  have a lso
been look ing t o  evo lve t he i r  bus iness  model  i n  an ef f or t
t o  c r e a t e  m o r e  s u s t a i n a b l e  g r o w t h .  C o m p a n i e s  h a v e
d e v e l o p e d  n e w  v e n t u r e s  s u c h  a s  t h e  o n e s  m e n t i o n e d
abov e ,  wh i l e  o t hers  hav e  added bo l t -on  ac qu i s i t i ons  t o
i m p r o v e  t h e i r  p o s i t i o n  i n  t h i s  m a t u r e  m a r k e t .  A s  a
resul t ,  we bel ieve that  there wi l l  probably  cont inue to be
consol idat ion in  t h i s  indus t ry  f or  t he foreseeable f u ture.
A l l  t o ld ,  t hese s t ra tegies  have been necessary  f or  com-
panies  t o  cont inue t o  grow the i r  bus iness .

W e a t h e r
Weat her  i s  ano t her  f ac t o r  t ha t  f i rms  hav e  t o  c on t end

w i t h  i n  t he  Na t u ra l  Gas  U t i l i t y  i ndus t r y .  Uns eas onab l y
warm or  co ld weather  can c reate inc reased volat i l i t y .  As
a resul t ,  the predic table growth these f i rms  enjoy  can be
d i s r u p t e d .  S o m e  o f  t h e s e  u t i l i t i e s  h e d g e  t h e i r  r i s k
t h r o u gh  w e a t h e r - a d j u s t e d  r a t e  m e c h a n i s m s .  T h i s  c a n
min imize vo lat i l i t y  i f  t hese weather  abnormal i t i es  occur .
Therefore,  inves tors  in teres ted in f i rms  wi th more s table
per f o rm anc e  s hou l d  l ook  f o r  c om pan i es  t ha t  us e  t hes e
s t rategies .

R e g u l a t i o n
Rate cases  are a key  theme for  t he companies  in  t h i s

i n d u s t r y ,  T h e s e  f i r m s  a r e  r e gu l a t e d  b y  s t a t e  c o m m i e
Z ions  t hat  d i c ta te  t he re turn  on equ i t y  t hese companies
can ach ieve.  As  a  resu l t ,  t hese u t i l i t i es  t end t o  regis ter
f l a t  b o t t o m ~ l i n e  r e s u l t s  f r o m  y e a r  t o  y e a r .  N o t a b l y ,
num erous  f i rm s  a re  i n  t he  p roc es s  o f  app l y i ng f o r  new
ra t es  o r  hav e  c as es  pend i ng.  T he re f o re ,  when  read i ng
the fo l lowing pages ,  inves tors  should pay  spec ia l  a t t en-
t i on  t o  t h i s  f ac t o r  as  i t  w i l l  l i k e l y  rem a i n  k ey  f o r  t hes e
f i rms  go ing f o rward .  Th i s  s hou ld  be  i nc reas ingl y  impor t
t en t  i f  t he  t ough rea l  es t a t e  mark e t  c on t i nues  t o  h inder
dem and  f o r  na t u ra l  gas .  When  c ons i de r i ng new c as es ,
regulators  t ry  to s t r i ke a balance between consumer and
s ha reho l de r  i n t e res t s .  G i v en  t he  r ec en t  c ha l l enges  o f
th is  indus t ry ,  the management  of  these f i rms  are eager ly

I n v e s t m e n t  C o n s i d e r a t i o n
T h e  m a j o r i t y  o f  t h e  s t o c k s  i n  t h i s  i n d u s t r y  h a v e

subpar prospec ts  over the 3-  to 5-year pul l .  Addi t ional ly ,
t h e  l i o n ' s  s h a r e  o f  t h e  e q u i t i e s  i n  t h i s  i n d u s t r y  a r e
rank ed  av e rage  o r  l ower  f o r  T i m e l i nes s .  T here f o re ,  we
be l i ev e  per f o rmanc eminded i nv es t ors  s hou ld  l ook  e l s e-
where,  However,  conservat ive income-or iented accounts
m a y  b e  a t t r a c t e d  b y  t h e s e  c o m p a n i e s '  a b o v e - a v e r a ge
y ields .

Richard Gallagher

* 2008, Value Line Pdbri5hrtri g, Inc. All rights reserved. Factual material is obtained from sources believed Lu he reliable and is provided wishful warranties al any kind.
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN.
of rt may be reproduced, resold, stored or transmitted in any printed, eleclmmc or other fur,

This publicalmn is strictly fa subscriber's own, non-commerci8l, inlemal use. No paN |
or used fur generating or marketing any primed or electronic publication, service or prnducl.
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NYSE-ATGAGLRESOURCES 35.54RECENT
PRICE

ME T T 9:13.0
RATIO 12.4 14.0)

RELATlVE

PIE RATIO 0.80 DIVD
YLD 4.7% VALUE

LINE
23.2
15.5

24.5
19.0

25.0
17.3

29.3
21.9

33.7
26.5

39.3
32.0

40.1
34.4

44.7
35.2

39.1
34.4

High:
Low:

21.6
17.8

23,4
17.73TIMELINESS Raised 3I14l08

SAFETY 2 New 7l27l90

TECHNICAL 3 Raised 12I21l07
BETA .85 (1.00-Market)

Ann'I Total
Return
1 5 %

7 %

Price
5 5
4 0

H'gh
L i m

2011-13 PROJECTIONS

Gain
i * 5 5 l " ' 3
+ 1 5 %

In s id e r  D e c is io n s

A M J J A S O N D
0 0 0 0 0 0 0 0 0
0 0 1 0 0 0 0 0 0
0 0 0 0 1 0 0 0 0

tn Buy
Options
(0 Sell

In s t i t u t io n a l  D e c is io n s
202007 a r m 402007

mBuy 132 106 128
iN Sell 101 112 99
H1d's(000 50323 47302 47469

2012
LEGENDS
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34.55

4.95

2.s0

1.68

36.20

5.15

2.90

1.72

Revenues perch A

"Cash Flow" per sh

Eamings per sh A s

Div'ds Decl'd per sh Cl

41.25

5.65

3.20

1.84

3.50

22.35

3.60

23.05

Cap'l Spending per sh

Book Value per sh D

3.65

22.50

76.00 76.00 Common Shs 0uts t 'g E 80.00

Bold fig
Value
esra

:res are
Line
Ares

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

15.0

1.00

3.8%

2625

215

2750
225

Revenues ($mill) A
Net Profit ($mill)

3300

260

38.0%

8.2%

38. 0%

8.2%

Income Tax Rate

Net Profit Margin

38.0%

7.9%

50.0%

50.0%

50.0%

50.0%

Long-Term Debt Ratio

Common Equity Ratio

50.0%

50.0%

3400

3700

3500
3800

Trial Capital ($milI)
Net Plant ($milI)

3600

4150

7.5%

12.5%

12.5%

8.0%

13.0%

13.0%

Return on Total Cap'I

Return on Shr. Equity

Return on Com Equity

8.5%

14.5%

14.5%

2006
33.73

4.50

2.72

1.48

3.25

20.71

77.70

13.5

.73

4.0%

262140

212.0

37.8%

8.1%

50.2%

49.8%

3231.0

3438.0

8.0%

13.2%

13.2%

2007
32.64

4.77

2.72

1.64

3.39

21.74

7S.40

14.7

.77

4.1%

2494.0

210.5

37.6%

8.4%

50.2%

49.8%

3335.0

3566.0

7.5%

12.7%

12.7%

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
20.43

2.31

1.13

1.03

22.73

2.25

1,08

1.04

23.59

2.24

1.17

1.04

19.32

2.33

1.33

1.04

21.91

2.49

1.37

1.06

22.75

2.42

1.37

108

23.36

2.65

1.41

1.08

18.71

2.29

.91

1.08

11.25

2.88

1.29

1.0B

19.04

3.31

1.50

1.08

15.32

3.39

1.82

1.08

15.25

3.47

2.08

1.11

2.74

9.70

2.37

10.19

2 4 '

9.90

2.17

10.12

2.37

10.56

2.59

10.99

2.05

11.42

2.51

11.59

2.92

11.50

2.83

12.19

3.30

12.52

2.46

14.66

48.69 49.72 5086 55.02 55.70 55.60 57.30 57.10 54.00 55.10 56.70 64.50

15.5

.94

5.9%

17.9

1.06

54%

15.1

.99

5 8 %

12.6

.84

6.2%

138

.86

5.6%

14.7

.85

5.4%

13.9

.72

5.5%

21.4

1.22

5.5%

13,6

.88

6.2%

14.6
Js

4.9%

12.5

.68

4.7%

12.5

.71

4.3%

2004
23.89

3.29

2.28

1.15

3.44

18.06

76.70

13.1

.BQ

3.9%

1832.0

153.0

37.0%

8.4%

54.0%

46.0%

30080

31780

6,3%

11.0%

11.0%

2005
34.98

4.20

2.48

t.30

3.44

19.29

77.70

14.3

.76

3.7%

271B.0

193.0

37.7%

7.1%

51.9%

48.1%

311400

3271.0

7.9%

12.9%

12.9%

1338.8

80.6

1088.6

52.1

607.4

71.1

1049.3

82.3

B6B.9

103.0

983.7

132.4

32.5%

6.0%

33.1%

4.9%

343%

11.7%

40.7%

7.8%

350%

11.9%

35.9%

13.5%

475%

47.1%

45.3%

49.2%

45.9%

48.3%

61.3%

38.7%

58.3%

41.7%

50.3%

49.7%

1388.4

1534.0

1345.8

1598.9

1286.2

1637.5

1736.3

2058.9

1704.3

2194,2

1901.4

2352.4

7.6%

11.1%

12.3%

5.7%

7.1%

7.9%

7.4%

10.2%

11.5%

6.5%

12.3%

12.3%

8.1%

14.5%

14.5%

8.9%

14.0%

14.0%

CAPITAL STRUCTURE as of 12/31/07
Total Debt $225410 mill. Due in 5 Yrs $897.0 mill.
LT Debt $1674.0 mill. LT Interest $95.0 mill.

(Total interest coverage: 3.7x)
Leases, Uncapitalized Annual rentals $26.0 mill.

Pension Assets-12/07 $383.0 mill.
Oblig. $427.0 mill.

P f d Stock None
Common Stock 76,439,305 she.
as of 1/31/08

MARKET CAP: $2.7 billion (Mid Cap)

2006 12/31/072005

21 .0
1790.0
1811.0

1 7 2 .0
580 .0
893 .0

1645.0

3 9 1 %

20 .0
1802.0
1822.0

213 .0
539 .0
875 .0

1627.0

3 9 7 %

30 .0
2 0 0 2 0
2032 .0

264 .0
522 .0

1153 .0
1939.0

4 4 2 %

CURRENT POSITION
($mlLL.)

Cash Asse ts
Othe r
Current  Assets

Acc ts  Payable
De bt  Due
Othe r
Current L imb.

F ix.  Chg.  Cov .

Est 'd '05-'07
to '11-'13

3 . 5 %
4 . 0 %
3 . 5 %
4.0%
1.5%

Pas t
10Yrs.

3 . 5 V
5 . 5 %
7 . 0 %
2 . 5 %
6 . 5 %

Pas t
Yrs.

13 .5%
7 . 0 %

15.0%
4 . 0 %

10.5%

ANNUAL RATES
of change (per sh)
Rev enues
"Ca s h F lo w"
E a mi ngs
Div i dends
Bo o k Va lue

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2005

200s

2007

2008

2009

993

707

685

750

800

387

434

369

400

425

430

436

467

475

500

908

t044

973

1000

1025

2718

2621

2494

2625

2750

Cal-
endar

EARNINGS PER SHARE B

Mar.31 J un. 3 0  Se p. 3 0 Dec.31
Full
Year

2005

2006

2007

2008

2009

.30

.25

.40

.35

.40

1.14
1.41

1.29

1.35

1.35

.19

.46

.17

.30

.35

.85

5 0

.85

. s a

.80

2.48

2.72

2.72

2.80

2.90

Cal-
endar

QUARTERLY DIVIDENDS PAID Cl

Mar.31 J un. 3 0  Se p. 3 0 Dec.31

Full
Year

2004

2005

2006

2007

2008

.29

.37

.37

.41

.29

.31

.37

.41

.29

.31

.37

.41

.28

.31

.37

.41

.42

1.15

1.30

1.48

1.64

4.4%

54%

NMF

101 %

3.2%

72%

4.2%

65%

7.0%

52%

6.5%

53%

5.5%

49%

6.2%

52%

6.3%

52%

5.3%

58%

5.0%

59%

5.5%

58%

Retained to Com Eq

All Div'ds to Net Prof

6.5%

57%

propane. Deregulated subs idiar ies :  Georgia Natura l Gas markets

natural gas at retai l.  Sold Uti lipro, 3/01. Acquired Compass Energy

Services, 10107. Off. ldir. own less than 1.0% of common, Barclays

Global Investors, 5.0% (3107 Proxy). Pres. & CEO: John W. Somer-

ha lder ll.  Inc . :  GA.  Addr. :  Ten Peachtree Place N.E. ,  At lanta ,  GA

30309. Telephone: 404-584~4000. Internet: www.aglresources.com.

BUSINESS: AGL Resources, Inc. is  a public  ut i li ty  holding compa-

ny .  I ts  dis t r ibut ion subs idiar ies  inc lude At lanta  Gas  L ight ,  Chat-

tanooga Gas, and Virginia Natural Gas. The uti li t ies have more than

2.2 million customers in Georgia, Virginia, Tennessee, New Jersey,

F lo r i da ,  a nd Ma r y la nd.  E nga ge d i n  no nr e gula t e d na t ur a l  ga s

market ing and other a llied serv ices .  Also wholesa les  and re ta i ls

March 14, 2008

this range. This assumes normal weather
patterns and average volatility for gas
prices in 2008. Earnings per share stand a
good chance of advancing at about the
same deliberate pace in 2009, as well.
The board of directors recently ap-
proved a modest dividend increase.
The quarterly dividend will now increase
to $0.42, beginning with the March pay-
out. This represents slower growth than in
the past few years, which makes sense,
considering the company's flat earning
comparison for 2007 and its lower cash
balance in recent times. Nevertheless, this
level of dividend growth will probably con-
tinue going forward.
These shares have improved a notch
in Timeliness, and are now ranked 3
(Average). That said, this issue earns
good marks for Safety and Price Stability,
and we project steady earnings growth at
ACL Resources over the pull to 2011-2013.
Income-seeking investors may also find
this stock attractive, considering its
healthy dividend yield. Overall, these
shares offer worthwhile total return poten-
tial for the coming years.
MichaelNapoli, CPA

AGL Resources reported solid per-
formance for the fourth quarter. Reve-
nues declined slightly in the recent inter-
im. However, the company enjoyed lower
operating costs, and the bottom-line im-
proved considerably. But share earnings
for 2007 as a whole only matched the prior
year's figure, owing to unfavorable com-
parisons in the first and third quarters.
Operating earnings were lower at the com-
pany's Wholesale Services business, re-
sulting from a significant decrease in com-
mercial activity due to lower volatility in
the natural gas market during the year.
Performance was supported by solid earn-
ings growth in the company's Distribution
Operations, and a strong bottom-line ad-
vance in its Retail Energy Operations. The
Distribution business benefited from mod-
est customer growth and higher base rates
at Chattanooga Gas. The Retail Energy
line experienced higher average customer
usage, a greater customer base, and in-
creased late payment fees.
Earnings growth ought to resume in
2008. The company has initiated share-net
guidance of $2.75 to $2.85 for the current
year. Our estimate lies at the midpoint of

$0.13, '01, $0.13, '03, ($0.07) Next earnings
report due late Aprillearly May.
(C) Dividends historically paid early March,
June, Sept. and Dec. l Div'd reinvest. plan

B++
100

7 0
80

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

available.
n) includes intangibles. In 2007: $420 million,
5.50/share.

(E) In millions, adjusted far stock split.

l I
I

I

23.4
15.6

Target Price Range
2011 2013

128

96
B0
64

48
40
32

24

lllllll
llllllllll
IIIHIIIII

(A) Fiscal year ends December 31st. Ended
September 30th prior to 2002.
(B) Diluted earnings per share. Excl. nonrecur-
ring gains (losses): '95, ($0.a3), '99, $0.39, '00,
9 2008, Value Line Publishing, Inc. All rights resented Factual material is obtained from sources believed to be reliable and is provided without warranties al any kind.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, non-commercial, internal use. No part
of it may be reproduced, resold, stored of transmitted in any printed. electronic or other farm, or used for generating of marketing any printed Ur electronic publication, service or product.i



ATMOS ENERGY CORPI NYSE-ATO 26,34RECENT
PRICE

PIE
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26.3
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19,5

24.5
17.6

25.5
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30.0
25.0
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23.9
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High :
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Price
4 0
3 0

Ann'I Total
Return
1 5 %

8 %

2011-13 PROJECTIONS

Gain
§ * 5 ° %3
+ 1 5 %
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INDEX
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1 yr.
3 yr.
5 yr.

I
I I 11 I

12
8
4

Percent
shares
traded

I 11IHIIl l \ l l I l I ' ll 11 i
1998 1999 2000 2001 2002

27.90

3.38

1.B4

1.06

22.09

2.62

.81

1.10

28.61

3.01

1.03

1.14

35.36

3.03

1.47

1.16

22.82

3.39

1.45

1.18

4.44

12.21

3.53

12.09

2.36

12.28

2.77

14.31

3.17

13.75

30.40 31.25 31.95 40.79 41.68

15.4

.80

3.7%

33.0

1.88

4.1%

18.9

1 2 3

59%

15.6

.80

5.1%

15.2

.83

5.4%

848.2

55.3

690.2

25.0

850.2

32.2

1442.3

56.1

950,8

59.7

36.5%

6.5%

35.0%

3.6%

36.1%

3.8%

37.3%

3.9%

371%

6.3%

51.8%

48.2%

500%

50.0%

48.1%

51.9%

54.3%

45.7%

53.9%

46.1%

769.7

917.9

9.0%

755.1

965.8

5.1%

755.7

982.3

8.5%

1278.3

1335,4

5.9%

1243.7

1300.3

6.8%

14.9%

14.9%

6 6 %

6.6%

8.2%

8.2%

9.6%

9.6%

10.4%

10.4%

1 I I 1..1

2005 2006 2007 2008 2009 © VALUE LINE PUB., INC2004
4650

2.91

158

1.22

3.03

18.05

62.80

15.9

.84

4.9%

2920.0

85,2

37.4%

3.0%

43.2%

56.8%

1994.8

1722.5

5.8%

7.6%

7.6%

2003
54.39

3.23

1.71

1.20

3.10

16.56

51.4B

13.4

J e

5.2%

2799.9

79.5

37.1%

2.8%

50.2%

49.8%

1721.4

1516.0

6.2%

9.3%

9.3%

At nos Energys history dates back to
1906 in the Texas Panhandle. Over the
years, through various mergers, it became
part of Pioneer Corporation, and, in 1981
Pioneer named its gas distribution division
Energas. In 1983, Pioneer organized
Energas as a separate subsidiary and dis-
tributed the outstanding shares of Energas
to Pioneer shareholders. Energas changed
its name to At nos in 1988. At nos acquired
Trans Louisiana Gas in 1986, Western Ken-
tucky Gas Utility in 1987, Greeley Gas in
1993, United Cities Gas in 1997, and others.

CAPITAL STRUCTURE as of 12/31/07
Total Debt $2330.8 mill. Due in 5 Yrs $920.0 mill,
LT Debt $21z4.9 mm. LT Interest $125.0 mill.
(LT interest earned: 2.9x, total interest

coverage: 2.8x)
Leases, Uncapitalized Annual rentals $16.9 mill.
Pfd Stock None
Pension Assets-9/07 $389.1 mill.

Oblig. $335.6 mill.
Common Stock B9,957,651 she.
as of 1130108
MARKET CAP: $2.4 bi l l i on (Mid Ca p)

2007 12/31/072006

51 .9
1468.1
1520.0

739.8
205 .9
389.9

1335.5

4 0 0 %

8 0 ]
1008.2

1068 .9

355 .3
154.4
4 1 0 . 0

919 .7

405°/0

75 .8
1041.7
1117.5

345.1
385 .5
388.5

1119.2

4 0 8 %

CURRENT POSITION
($mlLL.)

Cash Asse ts
Othe r
Current  Asse ts

Acc ts  Payable
De bt  Due
Othe r
Current Limb.

F ix.  Chg.  Cov .

Pas t
10 Yrs.

8 . 5 %
4 . 0 %
3 . 5 %
2.5 'y
7 . 0 %

ANNUAL  RATES
of change (per sh)
Re v e nue s
"Ca s h F lo w"
E a mi ngs
Div i dends
Bo o k Va lue

Pas t
Yrs.

19 .0%
5 . 5 %
7 . 5 %
1.5%
9 . 0 %

Est 'd '05-'07
to '11-'13

2 .0%
2.0%
4 . 5 %
2. 0%
3 . 5 %

Fiscal
Year

Ends

QUARTERLY REVENUES (S mill.) A
D e c . 3 1  M a r . 3 1  J u n . 3 0  S e p . 3 0

Full
Fiscal
Year

2005

2006

2007

2008

2009

909.9

86322

1218.2

1280

1600

1004.6

971.6

1002.0

1067.5

1600

1371.0 1687.8

2283.8 2033.8

1502.6 2075.6

1657.5 2135

1600 1600

4973.3

6152.4

5898.4

6140

6400

Fiscal
Year

Ends

EARNINGS PER SHARE A B E

De c . 3 1  Ma r . 3 1  J un. 3 0 Sep.30

Full
Fiscal
Year

2005

2006

2007

20o8

2009

d.21

.25

d.05

d.05

d.04

.06

d.22

d.15

d.07

d.06

1.11

1.10

1.20

1.30

1.30

.79

.88

.97

.82

.90

1.72

2.00

1.94

2 . 0 0

2.10

Cal-
endar

QUARTERLY DIVIDENDS PAID C l

Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2004

2005

2006

2007

2008

.305

.31

.315

.32

.305

.31

.315

.32

.31

315

.32

.325

.305

.31

.315

.32

.325

1.23

1.25

1.27

1.29

61.75

3.90

1.72

1.24

75.27

4.26

2 0 0

1.26

66.03

4.14

1,94

1.28

65.30

4.25

2.00

1.30

64.65

4.35

2.10

1.32

Revenues per sh A

"Cash Flow" per s h

Earnings per sh A B

Div'ds Ded'd per sh Cm

76.50

4.65

2.45

1.40

4.14

19.90

5.20

20.16

4.39

22.01

4.85

22.75

5.00

22.50

Cap'l Spending per sh

Book Value per sh

6.20

25.15

80.54 81,74 89.33 94.00 99.00 Common Shs 0utst'g ° 115.00

16.1

.86

4.5%

13.5

.73

4.7%

15.9

.83

4.2%

Bold fig
Value
destin

:res are

Line

Otes

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Yield

14.5

.95

4.0%

4973.3

135.8

6152.4

162.3

5898.4

170.5

6140

190

6400
210

Revenues ($mill) A
Net Profit ($mill)

8800

280

37.7%

2.7%

37.6%

2.6%

35.8%

2.9%

36.0%

3.1%

36.0%

3.3%

Income Tax Rate

Net Profit Margin

38.0%

3.2%

57.7%

42.3%

57.0%

43.0%

52.0%

48.0%

51.0%

49.0%

52.0%

4s.0%

Long-Term Deb( Ratio

Common Equity Ratio

51.0%

49.0%

3785.5

3374.4

5.3%

3828.5

3629.2

6.1%

4092.1

3836.8

5.9%

4360

4040

6.0%

4640

4250

5.0%

Total Capital (Swim
Net Plant ($mill)
Return on Total Cap'l

5900

5450

6.5%

8.5%

8.5%

9.8%

9.8%

8.7%

8.7%

9.0%

9.0%

9.5%

9.5%

Return on Shr. Equity

Return on Com Equity

9.5%

9.5%

6.3%

58%

NMF

NMF

NMF

112%

2.1%

79%

1 .9%

82%

2.8%

70%

1.7%

77%

2.3%

73%

3.6%

63%

3.0%

65%

1 0 %

64%

3.5%

62%

Retained to Com Eq

All Div 'ds to Net Prof

4.0%

58%

commerc ia l,  8% indus tr ia l,  and 4% other.  2007 deprec ia t ion ra te

3.7% Has around 4,470 employees. Off icers and directors own ap-

proximate ly  1.8% of  common s tock (12107 Proxy).  Chai rman and

Chief Executive Off icer. Robert W. Best. Incorporated: Texas. Ad-

dress :  P.O.  Box 650205,  Da llas ,  Texas  75265.  Te lephone:  972-

934~9227. Internet: www.almosenergy.com.

BUSINESS: At nos Energy Corporation is  engaged primari ly  in the

distribution and sale of natural gas to 3.2 mi llion customers v ia s ix

regulated natural gas ut i li ty  operat ions: Louis iana Div is ion, W est

Texas Div is ion, Mid-Tex Div is ion, Miss iss ippi  Div is ion, Colorado-

Kansas  Div i s ion,  and Kentucky /Mid-Sta tes  Div i s ion.  Combined

2007 gas volumes: 297 MMcf. Breakdown: 56%, residential,  32°/ ,

W e e n v i s i o n s t e a d y , a l b e i t u n -
s p e c t a c u l a r ,  e a r n i n g s  g a i n s  o u t  t o
2 0 1 1 - 2 0 1 3 .  W i t h  t h e  u t i l i t y  u n i t  c u r r e n t l y
s e r v i n g  c u s t o m e r s  a c r o s s  1 2  s t a t e s ,  A t  n o s
d o e s  n o t  d e p e n d  o n  t h e  b u s i n e s s  c l i m a t e  i n
a n y  o n e  r e g i o n  o f  t h e  c o u n t r y .  M o r e o v e r ,
t h e  n o n r e g u l a t e d  s e g m e n t s ,  p a r t i c u l a r l y
p i p e l i n e s ,  p o s s e s s  h e a l t h y  o v e r a l l  p r o s -
p e c t s . L a s t l y , m a n a g e m e n t w i l l u n -
d o u b t e d l y  s t i c k  t o  i t s  w i n n i n g  s t r a t e g y  o f
p u r c h a s i n g  l e s s - e f f i c i e n t  u t i l i t i e s  a n d  s h o r -
i n g  u p  t h e i r  p r o f i t a b i l i t y  v i a  e x p e n s e -
r e d u c t i o n  i n i t i a t i v e s ,  r a t e  r e l i e f ,  a n d  a g -
g r e s s i v e  m a r k e t i n g  e f f o r t s ,  ( F u t u r e  b u s i -
n e s s  c o m b i n a t i o n s  a r e  n o t  f a c t o r e d  i n t o
o u r  p r e s e n t a t i o n ,  h o w e v e r . )  I n  t h e  p r e s e n t
c o n f i g u r a t i o n ,  a n n u a l  s h a r e - n e t  g r o w t h
m a y  b e  i n  t h e  m i d - s i n g l e - d i g i t  r a n g e  o v e r
t h e 3 - t o  5 - y e a r  h o r i z o n .
T h e  g o o d - q u a l i t y  s t o c k  o f f e r s  a n  a t -
t r a c t i v e  d i v i d e n d , w h i c h  i s  w e l l  c o v e r e d
b y  t h e  c o m p a n y ' s  e a r n i n g s .  F u r t h e r  m o d -
e r a t e  i n c r e a s e s  i n  t h e  d i s t r i b u t i o n  s e e m
p l a u s i b l e .
R i s k - a d j u s t e d  t o t a l  r e t u r n  p o s s i b i l -
i t i e s  a r e  d e c e n t ,  t o o .  B u t t h e  s h a r e s  a r e
r a n k e d  o n l y  3  ( A v e r a g e )  f o r  T i m e l i n e s s .
F r e d e r i c k  L .  H a r r i s ,  I I I M a r c h  1 4 ,  2 0 0 8

A t  n o s  E n e r g y  b e g a n  f i s c a l  2 0 0 8  ( e n d s
S e p t e m b e r  3 0 t h )  o n  a  s o u r  n o t e . T h a t
w a s  a t t r i b u t a b l e  p r i m a r i l y  t o  t h e  n o n r e g u -
l a t e d  m a r k e t i n g  s e g m e n t ,  w h i c h  e x p e r i -
e n c e d  a  d r o p  i n  m a r g i n s  b e c a u s e  o f  l e s s
v o l a t i l i t y  i n  n a t u r a l  g a s  p r i c e s .  W e  l o o k  f o r
t h i s  t r e n d  t o  c o n t i n u e ,  b a r r i n g  m a j o r
s t o r m  a c t i v i t y .
B u t  o n e  b r i g h t  s p o t  w a s  t h e  u t i l i t y
u n i t , t h a n k s t o h i g h e r  r a t e s  i n  T e x a s ,
L o u i s i a n a ,  T e n n e s s e e ,  a n d  K e n t u c k y  I t
s h o u l d  a l s o  b e  m e n t i o n e d  t h a t  m e c h a n -
i s m s  r e d u c i n g  e x p o s u r e  t o  p o s s i b l e  a d v e r s e
w e a t h e r  p a t t e r n s  d u r i n g  t h e  2 0 0 7 - 2 0 0 8
w i n t e r  h e a t i n g  s e a s o n  a r e  i n  p l a c e  f o r  v i r -
t u a l l y  a l l  o p e r a t i o n s .
N o n e t h e l e s s , w e  t h i n k  s h a r e  n e t  w i l l
a d v a n c e  o n l y  3 % ,  t o $ 2 . 0 0 ,  t h i s  f i s c a l
y e a r .  T h e  b o t t o m  l i n e  s t a n d s  t o  i n c r e a s e
a t  a  s o m e w h a t  s t r o n g e r  5 %  p a c e ,  t o  $ 2 . 1 0
a  s h a r e ,  i n  f i s c a l  2 0 0 9 ,  a s s u m i n g a d d i -
t i o n a l  e x p a n s i o n  i n  o p e r a t i n g  m a r g i n s .
P l e a s e  n o t e  t h a t  o u r  e s t i m a t e s  e x c l u d e
a m o u n t s  f r o m  p e n d i n g  r a t e  c a s e s  i n  T e x a s ,
w h e r e  A t h o s  i s  s e e k i n g  a  $ 5 2  m i l l i o n  i n -
c r e a s e  i n  a n n u a l  r e v e n u e s ,  a n d  K a n s a s
( w h e r e  a  $ 5  m i l l i o n  b o o s t  i n  a n n u a l  r e v a
h u e s  i s  b e i n g  s o u g h t ) .

i n ear ly  March,  June ,  Sept . ,  and Dec .  l Div .
reinvestment plan. Direct stock purchase plan
avail.
(D) in millions, adjusted for stock splits.

(E) Qtrs may not add due to change in hrs
outstanding.
(F) ATO completed United Cities merger 7/97.

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

B+
100

25
80

I 1

LEGENDS
1.25 x Dividends 5 Sh
divided b nteres Rate

. » .. Relative Ice Strength
Ogtiunsz Yes . .

haded area mdlcales recession

33 .0
6

Target Price Range
2011 2013

80

60
50

40

30
25
20

15

10

_ 7 . 5

IHHI"lllHll
"1-13

(A)  F isca l year ends  Sept .  30 th.  (B)  Di luted
hrs. Excl. nor rec. i tems: '99, d23¢, '00, 12¢;

'03,  d17¢; '08,  d18¢, '07,  d2¢. Next egg. rpt .
due early  May. (C) Div idends historically  paid
Q 2008. Value Line Publishing . Inc. All rt Hts reserved Factual material is obtained iron sources believed to be retable and is provided without warranties al any Kim.
THE PUBU5HER lS NOT RE8P0N5IBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly lot subsr.riber's own, non»commerl:ial, internal use. No part
al it may be reproduced, resold, stored or transmitted in any printed, electronic or other lord. Cr used for generating or marketing any printed or electronic publication, service or producti



NYSE-LGLACLEDEGROUP 35.50RECENT
PRICE

PIE T T 2 14.8
110 15.1 (»;:;;:a 15.11) 0 . 9 7

RELATIVE

PIE RATIO

DIV'D
YLD 4.3% VALUE

LINE
24.8
17.5

25.5
21.3

25.0
19.0

30.0
21.8

32.5
26.0

34.3
26.9

37.5
29.1

36.0
288

35.5
31.9

High :
Low:

28.5
20.3

27.9
22.4

2
TIMEUNESS 3 Raised 9I14I07

SAFEW Raised6120/03

T E C H N I C A L 3 L0wered 2 l29 l08
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L o w
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3 5
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( + 2 5 % 1 0 %

( N i l 4 %
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0 0 0 0 2 1 0 0 1
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Options
w Sell

442001
6 4
5 1

9 9 5 1
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202001 3411007
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9 2 . 7 5

4 . 1 0

2 . 3 5

1 . 4 9

9 1 . 5 5

4 . 3 0

2 . 3 5

1 .5 3

Re v e n u e s  p e r  s h

" C a s h  F l o w "  p e r  s h

E a r n i n g s  p e r  s h  A  e

D i v ' d s  D e c l ' d  p e r  s h  C l

1 0 7 , 8 5

5 . 1 0

2 . 7 0

1 . 6 5

2 .8 5

2 0 .5 5

2 . 9 5

2 1 . 1 5

Ca p ' I  Sp e n d in g  p e r  s h

Bo o k  Va l u e p e r s h  D

3 . 7 0

2 4 . 9 5

2 2 . 0 0 2 2 . 5 0 C o m m o n  S h s 0 u t s t ' g  E 2 5 . 5 0

Bold Et
Value
esfln

:res are

Line

Ares

Av g  An n ' l P IE  R a t i o

Re l a t i v e  P IE Ra t i o

A v g  A n n ' l Div 'd  Yie ld

1 5 . 0

1 . 0 0

4 . 1 %

2 0 4 0

5 1 . 5

2 0 6 0

5 3 . 0

Re v e n u e s  ( $ mi I I )  A

Ne t  Pr o f i t  ( $ mi II)

2 7 5 0

7 0 . 0

3 3 .5 %

2 .5 %

3 4 .0 %

2 .5 %

In c o me  T a x Ra t e

Ne t  Pr o f i t  M a r g i n

3 6 . 0 %

2 .5 %

4 5 . 0 %

5 5 .0 %

4 5 . 0 %

5 5 . 0 %

L o n g -T e rm De b t  Ra t io

Co mmo n  Eq u i t y  Ra t i o

4 7 . 0 %

5 3 . 0 %

8 2 5

8 2 0

8 6 5

8 5 0

Tota l  Cap ita l  ($mil l )

Ne t  Pl a n t  ( $ mi l l )

1 2 0 0

1 1 5 0

7.5%

1 1 5 %

11.5%

7 .5 %

11.0%

11.0%

Re c t u m o n  T o t a l  Ca p ' l

Re t u r n  o n  Sh r .  Eq u i t y

Re t u r n  o n  Co m  Eq u i t y

7 .0%

1 1 , 0 %

1 7 . 0 %

2007
9 3 . 4 0

3 . 8 7

2 . 3 1

1 . 4 5

2 . 7 2

1 9 . 7 9

2 1 , 6 5

1 4 . 2

. 7 5

4 .4 %

2 0 2 1 . 6

4 9 . 8

3 3 .4 %

2 5 %

4 5 . 3 %

5 4 .6 %

7 8 4 . 5

7 9 3 . 8

8 .5 %

11.5%

11.5%

2005
7 5 4 3

2 . 9 8

1 . 9 0

1 .3 7

2 .8 4

1 7 .3 1

2 1 . 1 7

1 6 .2

h e

4 .4 %

1 5 9 7 .0

4 0 . 1

34.1%

2 .5 %

4 8 .1 %

5 1 3 %

7 0 7 . 9

8 7 9 . 5

7 .8 %

10.9%

10.9%

2006
9 3 . 5 1

3 . 8 1

2 . 3 7

1 . 4 0

2 . 9 7

1 8 . 8 5

2 1 3 8

1 3 . 6

. 7 3

4 .3 %

1 9 9 7 . 5

5 0 . 5

3 2 .5 %

2 .5 %

4 9 .5 %

5 0 .4 %

7 9 8 . 9

7 8 3 . 8

8 .4 %

12.5%

12.5%

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
2 6 . 8 3

2 . 3 2

1 . 1 7

1  2 0

3 2 . 3 3

2 3 1

t . 6 1

1 .2 2

3 3 . 4 3

2 . 6 5

1 . 4 2

1 . 2 2

2 4 . 7 9

2 . 5 5

1 .2 7

1 .24

3 1 . 0 3

3 . 2 9

1 .8 7

1 .2 6

3 4 . 3 3

3 . 3 2

1 . 8 4

1 . 3 0

3 1 .0 4

3 . 0 2

1 .5 8

1 . 3 2

2 6 .0 4

2 . 5 6

1 . 4 7

1 . 3 4

2 9 . 9 9

2 . 6 8

1 . 3 7

1 .34

5 3 . 0 8

3 . 0 0

1 .6 1

1 . 3 4

3 9 .8 4

2 . 5 6

1 .1 8

1 .34

5 4 . 9 5

3 . 1 5

1 .8 2

1 .34

2 , 8 7

1 1 .7 9

2 . 6 2

1 2 . 1 9

2 . 5 0

12 .44

2 . 6 3

1 3 ,0 5

2 . 3 5

1 3 .7 2

2 .4 4

1 4 . 2 6

2 . 6 8

1 4 .5 7

2 . 5 8

1 4 . 9 6

2 . 7 7

1 4 . 9 9

2 5 1

1 5 . 2 6

2 . 8 0

1 5 .0 7

2 . 5 7

1 5 . 6 5

1 5 .5 9 1 5 5 9 1 5 .6 7 17 .42 1 7 .5 6 1 7 .5 6 1 7 .6 3 1 8 . 8 8 1 8 . 8 8 1 8 . 8 8 18 .96 1 9 1 1

1 5 .8

.96

6.5%

1 3 . 5

. 8 0

5 .6 %

1 6 . 4

1 . 0 8

5 .3 %

1 5 .5

1 .04

6.3%

1 1 . 9

. 7 5

5.6%

12.5 .

. 7 2

5.6%

1 5 . 5

.81

5 . 4 %

1 5 . 8

. 9 0

5 .8 %

1 4 . 9

. 9 7

6 .6 %

1 4 . 5

.7 4

5 .7 %

2 0 . 0

1 . 0 9

5 1 %

1 3 . 8

. 7 8

5 4 %

2004
5 9 . 5 9

2 . 7 9

1 .82

1 . 3 5

2 . 4 5

1 6 . 9 6

2 0 3 8

1 5 .7

. 8 3

4 .7 %

1 2 5 0 . 3

36 .1

3 4 .8 %

2.9%

5 1 6 %

4 8 3 %

7 3 7 4

8 4 6 . 9

8 6 %

10.1%

1 0 4 %

5 4 7 . 2

2 7 . 9

4 9 1 . 6

2 6 . 9

5 6 6 . 1

2 6 . 0

1 0 0 2 .1

3 0 . 5

755 .2

2 2 .4

1 0 5 0 . 3

3 4 . 8

3 5 .6 %

5 .1 %

3 5 .5 %

5 .5 %

3 5 .2 %

4 .6 %

3 2 .7 %

3.0%

3 5 .4 %

3.0%

35.0%

3 .3 %

4 0 .9 %

5 8 .8 %

4 1 .8 %

5 7 .8 %

4 5 .2 %

5 4 .5 %

4 9 .5 %

5 0 .2 %

4 7 5 %

52.3%

5 0 .4 %

4 9 .4 %

4 3 8 . 0

4 9 0 .6

4 8 8 . 6

519 .4

5 1 9 . 2

5 7 5 .4

5 7 4 . 1

6 0 2 5

5 4 6 . 6

5 9 4 .4

6 0 5 . 0

8 2 1 . 2

8 .1 %

10.8%

10.8%

7 .1 %

9 .5 %

9 .5 %

6 .7 %

9 .1 %

9 .1 %

6.9%

10.5%

10.5%

6.0%

7 .8 %

7 .8 %

7 .4 %

11.5%

11.5%

C A P I T A L  S T R U C T U R E  a s  o f 1 2 I 3 1 1 0 7
T o t a l D e b t $ 6 5 0 . 1  m i l L  D u e  i n  5  Y r s  $ 2 7 5 . 0  m i l l .
L T  De b !  $ 3 5 5 . 5  m i l l . L T In t e r e s t  $ 2 0 . 0  m i l L
( T o t a l  i n t e r e s t  c o v e r a g e :  3 . 0 x)

L e a s e s ,  U n c a p i t a l i z e d  A n n u a l  r e n t a l s  $ 3  m i l l .
P e n s i o n A s s e t s - 9 / 0 7 $ 2 6 0 . 3  m i l l .

O b l i g .  $ 2 9 3 . 3  m i l l .
F e d  S t o c k  $ . 6  m i l t . P f d  D i v ' d  $ . 0 4  m i l l .

C o m m o n S t o c k 2 1  7 8 8 , 9 6 6  s h e .
a s  o f  1 / 3 1 / 9 8

M A R K E T C A P : $ 7 7 5 m i l l i o n  ( S m a l l C a p )

2 0 0 7  1 2 1 3 1 1 0 72 0 0 5

6 6 . 9
4 9 5 . 5
5 6 2 . 4

5 2 . 7
4 1 4 . 6

4 6 7 . 3

5 0 . 8
4 0 9 . 0
4 5 9 . 8

C U R R E N T  P O S I T I O N
(SM IL L )

C a s h  A s s e t s
O t h e r
C u r r e n t  A s s e t s

1 2 8 . 6
2 9 4 . 6
1 2 9 . 0
5 5 2 . 2

2 8 0 %

1 0 6 . 8
2 5 1 . 6
1 1 5 . 3
4 7 3 . 7

2 8 2 %

1 0 3 . 3
2 0 7 . 5
1 2 0 , 1
4 3 0 . 9

2 8 5 ° /

A c c t s  P a y a b l e
D e b t  D u e
O t h e r
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F i x .  C h g .  C o v .
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to '11 -'13

3 . 5 %
6 . 5 %
3 . 5 %
2 . 5 %
5 . 0 %

P a s t
S Yrs.
1 6 . 5 %
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1 . 0 %
4 . 5 %
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1 1 . 5 %
1 . 5 %
3 . 0 %
1 . 0 %
3 . 0 %
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of change (per sh)
R e v e n u e s
" C a s h  F l o w "
E a m i n g s
D i v i d e n d s
B o o k  V a l u e

F l s c a l
Y e a r
E n d s

QUARTERLY  RWENUES (S mi l l_ lA

D e c . 3 1 M a r . 3 1 J u n . 3 0 S e p . 3 0

F u l l
F i s c a l
Y e a r

2005

2006

2007

2008

2009
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6 8 9 . 2

5 3 9 . 6
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3 3 0 . 6

4 5 7 . 9

4 4 7

5 1 5

5 7 6 . 5

7 0 8 . 8
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5 1 5

2 5 8 . 7

2 6 9 . 0
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3 4 3 . 6

5 1 5

1 5 9 7 . 0
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2 0 2 1  . 6

2 0 4 0

2 0 6 0
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Y e a r
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. 9 7
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1 . 0 1
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2 . 3 7

2 . 3 1

2 . 3 5

2 . 3 5
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2004
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2006

2007

2008

. 3 4

. 3 4 5

. 3 5 5

. 3 6 5

. 3 4

. 3 4 5

. 3 5 5

. 3 6 5

. 3 4

. 3 4 5

. 3 5 5

. 3 6 5

. 3 3 5

. 3 4

. 3 4 5

. 3 6 5

. 3 7 5

1 . 3 6

1 . 3 8

1 . 4 1

1 . 4 6

1 .8%

8 3 %

1.0%

8 9 %

2 %

9 8 %

1.8%

83%

N M F

1 1 3 %

3.1%

7 4 %

2 .7 %

7 3 %

3.1%

72%

5 .1 %

5 9 %

4 .3 %

6 3 %

4 . 0 %

6 4 %

4 .0 %

6 5 %

Re t a i n e d  t o  Co m Eq

Al l  D i v ' d s  t o  Ne t  Pr o f

4. 5%

5 0 %

6 0 %  c o m m e r c i a l  a n d  i n d u s t r i a l ,  2 4 % ,  t r a n s p o r t a t i o n ,  1 % ,  o t h e r ,

1 5 % .  H a s  a r o u n d  3 , 8 4 5  e m p l o y e e s ,  O f f i c e r s  a n d  d i r e c t o r s  o w n  a p -

p r o x i m a t e l y  7 . 0 %  a l  c o m m o n  s h a r e s  ( b l o B  p r o x y ) .  C h a i r m a n ,  C h i e f

E xe c u t i v e  O f f i c e r ,  a n d  P r e s i d e n t :  D o u g l a s  H .  Y a e g e r .  i n c o r p o r a t e d :

M i s s o u r i .  A d d r e s s :  7 2 0  O l i v e  S t r e e t ,  S t .  L o u i s ,  M i s s o u r i  6 3 1 0 1 .  T e l -

e p h o n e :  3 1 4 - 3 4 2 - 0 5 0 0 .  In t e r n e t :  w w w . l h e l a c l e d e g r o u p . c o m .

B U S I N E S S :  L a c f e d e  G r o u p ,  i n c . ,  i s  a  h o l d i n g  c o m p a n y  f o r  L a c l e d e

Ga s ,  w h i c h  d i s t r i b u t e s  n a t u r a l  g a s  i n  e a s t e r n  M i s s o u r i ,  i n c l u d i n g  t h e

c i t y  o f  S L  L o u i s  S t .  L o u i s  C o u n t y ,  a n d  p a n s  o f  1 0  o t h e r  c o u n t i e s .

H a s  r o u g h l y  6 3 2 , 0 0 0  c u s t o m e r s .  P u r c h a s e d  S M & P  f o r  a p p r o x i -

m a t e l y  $ 4 3  m i l l i o n  ( 1 1 0 2 ) .  T h e r m s  s o l d  a n d  t r a n s p o r t e d  i n  f i s c a l

2 0 0 7 :  1 . 1 2  m i l L  R e v e n u e  m i x  f o r  r e g u l a t e d  o p e r a t i o n s :  r e s i d e n t i a l ,

QO

March 14, 2008

proceeds (nearly double what Laclede paid
for SM&P in 2002) would be used to bol-
ster the balance sheet. We think SM&P
was not central to present corporate stra-
tegy, as it accounted for use around 6% of
fiscal 2007 share net. presentation
will exclude the divestiture when it is com-
pleted shortly, pending customary closing
conditions.)
Unexciting results appear to be in
store for the company over the next
three to five years. The market in which
the natural gas division operates has en-
countered sluggish customer growth for
some time because it is in a mature phase,
Too, we don't see any major acquisitions
on the horizon. Consequently, annual
share net gains may be between 4% and
5% out to 2011-2013.
Total return potential is limited.
That's because Laclede shares are current-
ly trading within our 3- to 5-year Target
Price Range, and we assume moderate
hikes in the dividend ( just  increased
2.7%). What's more, the equity is ranked
to perform only in line with the broader
market averages.
Frederick L. Harris, I I I

Laclede Group began fiscal 2008
(which ends September 30th) on a
decent note. That can be attr ibuted
largely to Laclede Energy Resources,
which enjoyed higher per-unit gas sales
prices and increased volumes (held back a
bit by a rise in operating expenses). Fur-
thermore, results for Laclede Gas, the core
subsidiary, benefited from a general rate
hike that became effective on August let
of last year, that, among other things, pro-
vides greater earnings stability and
recovery of its distribution costs. But par-
tial offsets here included a decline in mar-
gins within the service area (reflecting an
unusually late start to the winter heating
season) and increased maintenance costs.
At this juncture, we look for earnings per
share to advance at a moderate rate, to
$2.35, this fiscal year. The bottom line
may be relatively flat in fiscal 2009, given
the utility operation's limited growth pros-
pects.
Management intends to sell  SM&P
Utility Resources, the unregulated unit
specializing in locating and marking serv-
ices for underground facilities, to Stripe
Acquisition. A portion of the $85 million in

( C)  D i v i d e n d s  h i s t o r i c a l l y  p a i d  i n  e a r l y  J a n u a r y ,
Ap r i l ,  J u l y ,  a n d  O c t o b e r ,  l  D i v i d e n d  r e i n v e s t -
m e n t  p l a n  a v a i l a b l e .
( D )  i n d  d e f e r r e d  c h a r g e s .  In  ' 0 7 :  $ 2 8 9 . 7  m i l l . ,

C o m p a n y ' s  F i n a n c i a l  S t r e n g t h
S t o c k ' s Pr i c e  S t a b i l i t y
P r i c e G r o w t h  P e r s i s t e n c e
E a m i n g s  P r e d i c t a b i l i t y

$ 1 3 . 3 8 l s h .
( E)  In  m i l l i o n s .
( F )  Q t l y .  e g g .  m a y  n o t  s u m  d u e  t o  r o u n d i n g  o r
c h a n g e  i n  s h a r e s  o u t s t a n d i n g .

B +

9 5
5 5
6 5

II
I

2 7 . 0
2 0 . 0

Target Price Range
2011 2013

L E G E N D S
1.00 x Dwldends p sh
divided Hg Interest Rate

-  . . .  Re l a t i v e  n e e  St r e n g t h
Ogtionsz No . .

haded area zndlcaies FECESSIUI1

8 0

60
50

40

30
25
20

1 5

1 0

_ 7 . 5

III H l l ~ullll I

( A )  F i s c a l  y e a r  e n d s  Se p t .  3 0 t h .
( B )  Ba s e d  o n  a v e r a g e  s h a r e s  o u t s t a n d i n g  t h r u .
' 9 7 ,  t h e n  d i l u t e d .  Exc l u d e s  n o n r e c u r r i n g  l o s s :
' 0 6 ,  7 ¢ .  Ne x t  e a r n i n g s  r e p o r t  d u e  l a t e  Ap r i L
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may not show any special strength.
W e a r e
t lmat es .
i n k s  o f  c u l
a b o u t  $ 3 . 5  W . . .

Unt i l  Nicer gains  rate rel ief .  Rh e shares

I n t r od u c i n g o u r 2008 es-
The company should pos :  earn-

$2.60 a share on sales  of
Mana%8:ment's focus on

cost controls should help AS rebound.
T h i s  s t o c k  o f f e r s  a n  a b o v e - a v e r a g e
d ividend  yield .  N ic or  of f er s  a yield  t hat
is  double the Value Line median despite
n ot  r a i s i n g  i t s  g = { ° " =  i n  r ec en t  year s .
W hat's more, we e eve the board wi l l  in-
crease the distr ibution In the coming years
once the regulator :nvi ronment  Improves .
T h i s  I s s u e h as l ow - ave r ag e  c ap i t a l

: w e t  t h e  3 -  t o
I f  t h e  c om p an y

Nicor's

M a t h  1 4 , 20'018

appreciation potential
5-year pull. however,
receives  rate rel ief  and cont inues  to Im-
prove i ts  cos t controls ,  the long-term plc -
tu re s hou ld  Improve.  Moreover .
other  energy- related  ven tu res  may als o
help dr ive growth over this  t ime f rame.
T h es e s h ar es  ar e  r an k ed  t o  m i n or  t h e
m ar k e t  i n  t h e  g o "  ah ead .  D es g l t e  t h e
company's solid lance sheet an diver-
s lf ied bus iness. this  issue has l imited ap-
peal at this  t ime.
Richard Gallagher

N l c or  g u s t ed  d i s ap p o i n t i n g  r es u l t s  i n
2007. r n l n g s  w e r e  d ow n  i n  a l l  f ou r
q u ar t er s  year  over  year .  d u e t o  h i g h er
costs and a decline in uti l i ty earnings. Ad-
di t ional ly.  the g=*= dis t r ibut ion segment
s t rugg led.  c h ic al s o hu r t  p r of i t er  i l l y.
However. the company managed to post an
inc r eas e on  t he t op  i r e as  a r es u l t  of  a
s ol id  per f ormanc e in  the s h ipp ing  bus i -
ness.
M an ag em en t  r ev i s ed  i t s  g u i d an c e  f o r
2008. indeed. Nicor now expects the bot-
tom l ine to be between $2.20 and $2.40 a
s hare.  T he new out look is  notab ly lower
than our $2.90 earnings estimate f rom our
last report. Upon news of  the revised guid-
anc e.  G A S  s hares  dec l i ned  s l i gh t l y.  I n
response. we have dropped our share-nel.
estimate to $2.25 for 2008.
T h e  c o m p a n y  m a y  s e e k  r a t e  r e l i e f .
Management  is  evaluat ing the need f or  a
f i l ing with the I l l inois  Commerce Commis-
s ion.  T he process  usual ly takes  about  a
{ ; = " -  an d  a  p os i t i ve  r u  i n wou ld  help

icon meet its  allowed return. The compa-
ny would also l ikely seek a rate mechan-
ism that decouples gas revenues f rom gas
s ales .  wh ic h  wou ld  f u r ther  help  res t  t s .

End. items num discontinued ops.: '93. 4¢_ '96.
5 0 ¢ .  Na n  m -  lo a n  d u e  lm .
l22yDilddlnds Vistoridly paid M l h h f u r y .

_ Augur. Nnv lmher. l Div idend tuwua-

\l ofI

42 . 9
31 . 2

T a r g e t  P r i c e  R a n g e
2 0 1 1 2 0 1 3

120
100
80
54

48

32

24
20
18

12

went plan available.  (C) in millions. Company's Financial Strength
Stock's Price stability
Price Growth Persistence

L Earnings Predictability

(A) Based on pr imary earnings thru.  '96,  then
diluted. Excl.  nonrecurr ing gains(loss):  '97, 6¢,
'98,  11¢,  '99,  5¢,  '00,  (Stag),  '01,  16¢,  '03,
(27¢). '04, (52¢). '05, 80¢, '06, (*7¢). '07 (13¢).
Q 2008. Value Line Publishing, Inc. All rights resin/ed Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly lot subscriber's own, non-commercial. internal use. No part
al it may be reproduced, resold, stored Ur transmitted in any printed, electronic or other farm, Ur used for generating or marketing any printed or electronic publication, service Ar product
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4 . 7 6
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3 . 5 6
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1 5 .9

.86

3.7%

1 0 1 3 . 2

6 5 . 2
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6 .4 %
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2007
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5 ,41
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A v g  A n n ' I Div 'd  Yie ld

1 8 . 0

1 . 2 0

3 . 1 %

1115
71.5

Revenues ($mill)
Net Profit ($miII)

1 3 5 0

9 4 . 0

3 7 .0 %

6.4%

I n c o me  T a x  Ra t e

Ne t  Pro f i t  M a rg in

3 7 . 0 %

6 . 9 %

4 6 .5 %

53.5%

L o n g - T e r m De b t  Ra t i o

C o m m o n  E q u i t y  R a t i o

4 7 .0 %

5 3 .0 %

1200
1650

Total Capital ($mill)
Net plant ($mi1l)

1 5 0 o

2 0 0 0

7.0%

11,0%

11.0%
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4 7 . 8

6 5 0 . 3

5 0 . 2
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10.0%
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8 .5 %
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C A P I T A L S T R U C T U R E  a s  o f  1 2 1 3 1 1 0 7
T o t a l D e b t $ 6 6 0 4  m i l l .  D u e  i n  5  Y r s  $ 1 7 9 . 7  m i l l .
L T  D e b t $ 5 1 2 . 0  m i l l . L T  I n t e r e s t $ 3 1 . 0  m i l l .

( T o t a l  i n t e r e s t c o v e r a g e :  3 . 5 x )

P e n s i o n A s s e t s - 1 2 / 0 6 $ 2 3 6  m i l l .
O b l l g .  $ 2 6 9  m i l l .
P f d S t o c k  N o n e

C o m m o n  S t o c k 2 6  4 0 7 , 0 0 0  s h e .

M A R K E T  C A P  s 1 . 1  b i l l i o n ( M i d  C a p )

2005 2006 12/31/07

7. 1
318 . 5
3 2 3 7
135 . 3
1a4 . 7

56. 8
326 . 6
3 4 0 %

5. 8
303 . 0
308 . 8
113 . 6
129 . 6

98. 3
341 . 5
349°/

6. 1
268 . 8
274 . 9
119 . 7
148. 1
122. 1
389 . 9
N M F

CURRENT POSITION
(SMILL)

C ash Asse t s
O t her
C ur rent  Asset s
Acc t s  P ayab le
D ebt  D ue
Ot her
Cur rent  Liab.
F x.  Chg.  Cov.

E s t ' d  ' 0 4 - ' 0 6
to '11- '13

6 . 5 %
5 .  0 %
7 . 0 %
5 . 5 %
3 . 5 %

P a s t
Y r s .
8 . 0 %
3 . 0 %
3 . 5 %
1 . 5 %
3 . 5 %

A N N U A L R A T E S
of change (per sh)
R e v e n u e s
" C a s h  F l o w "
E a m i n g s
D i v i d e n d s
B o o k  V a l u e

P a s t
10  Y rs .

6 . 5 %
2 . 0 %
2 . 0 %
1 . 0 %
4 . 0 %

Cal-
endar

QUARTERLY REVENUES (S mill.)
M a r . 3 1  J u n . 3 0  S e p . 3 0  D e c . 3 1

F u l l
Y e a r

2005

2006

2007

200s

2009

3 4 1 . 4

3 3 6 . 9

3 3 1 . 7

3 5 5

3 7 0

1 5 3 . 7

1 7 1 . 0

1 8 3 . 2

1 9 0

2 0 0

1 0 6 . 7

1 1 4 . 9

1 2 4 . 2

1 2 5

1 3 0

3 0 8 . 7

3 9 0 . 4

3 9 4 . 1

4 0 5

4 1 5

9 1 0 . 5

1 0 1 3 . 2

1 0 3 3 . 2

1 0 7 5

1 1 1 5

C a l -
e n d a r

EARNINGS PER SHARE A

M a r . 3 1 J u n . 3 0  S e p . 3 0 D e c . 3 1
F u l l

Y e a r

2005

2006

2007

2008

2009

. 0 4

. 0 7

. 1 0

. 1 0

, 1 0

d . 3 1

d . 3 5

d . 2 2

d . 3 0

d . 3 0

. 9 4

1 . 1 5

1 . 1 1

1 . 2 0

1 . 2 5

1 . 4 4

1 . 4 8

1 . 7 7

1 . 6 0

1 . 7 0

2 . 1 1

2 . 3 5

2 . 7 6

2 . 6 0

2 . 7 5

C a l -
e n d a r

QUART ERL Y  DNIDENDS PAID B l

M a r . 3 1 J u n . 3 0  S e D . 3 0 D e c . 3 1

F u l l
Y e a r

2004

2005

2006

2007

2008

. 3 2 5

. 3 2 5

. 3 4 5

. 3 5 5

. 3 2 5

. 3 2 5

. 3 4 5

. 3 5 5

. 3 2 5

. 3 4 5

. 3 5 5

. 3 7 5

. 3 2 5

. 3 2 5

. 3 4 5

. 3 5 5

. 3 7 5

1 . 3 0

1 . 3 2

1 . 3 9

1 . 4 4

NMF
118%

2 .8 %

7 4 %

3 .1 %

7 0 %

3.5%

67%

1.9%

7 9 %

2 .6 %

7 2 %

2 .7 %

6 9 %

3.7%

6 3 %

4 .5 %

59%

6 .0 %

52%

5 .0 %

5 8 %

5 .0 %

5 6 %

Re t a i n e d  t o  Co m Eq

Al l  Div 'd s  to  Ne t  Pro f

5 .0 %

5 6 %

O w n s  l o c a l  u n d e r g r o u n d  s t o r a g e .  R e v .  b r e a k d o w n :  r e s i d e n t i a l ,

5 5 % ,  c o m m e r c i a l ,  2 8 %  i n d u s t r i a l ,  g a s  t r a n s p o r t a t i o n ,  a n d  o t h e r ,

1 7 % .  E m p l o y s  1 , 1 0 0 .  F i d e l i t y  o w n s  1 4 . 9 %  o f  s h a r e s ,  S n y d e r  C a p ' I ,

8 . 7 ° / . o f l . l d i r . 2 . 0 %  ( 4 1 0 7  p r o x y ) ,  C E O :  M a r k  S ,  D o d s o n .  i n c . :

O r e g o n .  A d d r e s s :  2 2 0  N W  2 n d  A v e . ,  P o r t l a n d ,  O R  9 7 2 0 9 .  T e l e -

p h o n e :  5 0 3 - 2 2 6 ~ 4 2 1 1 .  In t e r n e t :  w w w . n w n a t u r a l . c o m .

B U S I N E S S : N o r t h w e s t  N a t u r a l  G a s  C o .  d i s t r i b u t e s  n a t u r a l  g a s  t o

9 0  c o m m u n i t i e s ,  6 5 2 , 0 0 0  c u s t o m e r s ,  i n  O r e g o n  ( 9 0 %  o f  c u s t o m e r s )

a n d  i n  s o u t h w e s t  W a s h i n g t o n  s t a t e .  P r i n c i p a l  c i t i e s  s e r v e d :  Po r t l a n d

a n d  E u g e n e ,  O R ,  V a n c o u v e r ,  W A .  S e r v i c e  a r e a  p o p u l a t i o n :  2 . 5  m i l l .

( 7 7 4  i n  O R ) .  C o m p a n y  b u y s  g a s  s u p p l y  f r o m  C a n a d i a n  a n d  U . S .

p r o d u c e r s ,  h a s  t r a n s p o r t a t i o n  r i g h t s  o n  N o r t h w e s t  P i p e l i n e  s y s t e m .

March 14, 2008

fruit this year. Operating costs, which rose
just 1% on a normalized basis last year,
will likely grow slower than revenues.
Another mild earnings gain is likely
in 2009. By then, customer growth M11
probably be heading back toward the
recent 3% average. Northwest will have
completed its work reorganization pro-
gram, including outsourcings some func-
tions and centralizing others. And the
company could start to benefit from en-
hanced automated meter-reading capacity.
Continued customer growth and two
large projects should help boost earn-
ings toward the end of our time hori-
zon. Portland's high-density zoning has
been expanded many times over the last
30 years, making it profitable to lay gas
mains. An expansion to the southeast of
the city should add substantially to cus-
tomer growth over the next 10 years. And
by 2011, NWN will probably invest around
$300 million in a gas storage project in
California and a new pipeline in Oregon.
These top-quality shares, though un-
timely, have worthwhile risk-adjusted
total-return potential.
Sigourney 8. Romaine

Northwest Natural benefited from un-
usually high gas cost savings in 2007.
The company retains one-third of the dif-
ference between forecasted and actual gas
costs in Oregon, passing on two-thirds to
its customers. Last year, it earned a record
$0.27 a share through skillful gas buying,
mostly in the f irst and third quarters.
While Northwest has usual ly made a
small profit on gas purchasing, i t has
shared a loss on the act ivi ty about a
quarter of the time. Ignoring the com-
modity profits and some other unusual
items, NWN would have earned about
$2.45 a share in 2007, a respectable but
not extraordinary performance.
We look for a roughly 6% earnings
gain, from normalized 2007 results,
this year. Northwest's customer growth,
at  over 3% per year for many years,
slowed to 2.4% in 2007. Customer growth
will likely continue to ease in 2008 as the
Port land area suf fers a bi t  f rom the
widespread housing problems but should
remain above the national average. The
company is increasing its marketing ef-
forts directed at persuading people to
switch to gas heat, and that should bear

m i d - M a y ,  m i d - A u g u s t ,  a n d  m i d - N o v e m b e r .
l  D i v i d e n d  r e i n v e s t m e n t  p l a n  a v a i l a b l e .
( C)  In  m i l l i o n s ,  a d j u s t e d  f o r  s t o c k  s p l i t .

A
1 0 0

6 5
B 0

C o m p a n y ' s  F i n a n c i a l  S t r e n g t h
St o c k ' s  P r i c e  S t a b i l i t y
P r i c e  G r o w t h  P e r s i s t e n c e
E a r n i ng s  Pr e d i c t a b i l i t y

I YI
n

27 . 9
19 . 5
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2 0 1 1 2 0 1 3
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w e
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32
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(A)  Diluted earnings per  share.  Excludes non-
r ecur r ing i t ems:  ' 98,  $0. 15,  ' 00,  $0. 11,  ' 06,
($0,06). Next earnings report due late April.
(B) Dividends histor ically paid in mid-February,
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2006 2007 2008 2009 © VALUE L INE PUB. ,  INC 1 1 - 1 3

2 5 . 8 0

2 . 5 1

1 .2 8

. 9 5

2 3 . 3 7

2 8 4

1 4 0

. 9 9

2 4 . 2 0

2 . 7 5

1 .5 0

1 .04

2 4 . 9 5

2 . 8 0

1 .5 5

1 . 0 8

Re v e n u e s  p e r  s h  A

"Ca s h  F l o w" p e r  s h

Ea r n i n g s p e r  s h  B

D i v ' d s  De c l ' d  p e r s h  C l

2 7 . 5 5

3 . 0 0

1 . 7 5

1 . 2 0

2 .7 4

1 1 .8 3

1 .85

t 1 . 9 9

2 . 0 0

1 2 .4 5

2 . 0 5

1 2 . 8 5

C a p ' l Sp e n d i n g  p e r s h

B o o k V a l u e per sh  D

2 . 3 0

1 4 . 3 0

7 4 . 6 1 7 3 . 2 3 7 3 . 0 0 7 2 . 7 5 Co mmo n  Sh s  0 u t s t ' g  E 7 2 , 0 0

1 9 . 2

1 0 4

3 .9 %

1 8 .7

9 8

3.B%

Bold fig
Value
est lf

fires are

L i n e

: t e a

Av g  An n ' I  PI E Ra t i o

Re la t i v e  PIE Ra t io

Av g  An n ' l  D i v ' d  Y i e l d

2 2 . 0

1 . 5 0

3 .1 %

1 9 2 4 . 6

9 7 . 2

1 7 1 1 .3

104 .4

1 7 6 5

1 1 0

1815
115

Revenues ($mill)  A
Net Profit ($milI)

1 9 8 5

1 2 5

3 4 2 %

5,0%

33.0%

6.1%

3 5 .0 %

6.2%

3 5 . 0 %

6 . 2 %

I n c o m e T a x  Ra t e

Ne t  P r o f i t M a r g in

3 5 .0 %

6 .4 %

4 8 .3 %

51 .7'/9

4 8 .4 %

51.8%

4 8 .1 %

51.9%

4 7 . 8 %

5 2 .2 %

L o n g - T e r m De b t  Ra t i o

Co mmo n  Eq u i t y  Ra t i o

4 6 .7 %

5 3 .3 %

1 7 0 7 3

2 0 7 5 .3

1 7 0 3 .3

2 1 4 1 5

1 7 5 0

2 2 0 0

1 7 9 0

2 2 5 0

Total Capital ($mill)
Net Plant ($mill)

1 9 3 0

2 4 0 0

7 .2 %

1 1 0 %

11.0%

7.B%

11.9%

11.9%

7.5%

12.0%

12,0%

s , o %

12.0%

1 2 . 0 %

Return  on Tota l  Caput

R e t u r n o n  Sh r .  Eq u i ty

R e t u r n  o n  C o m  E q u i t y

8 .0 %

12.5%

12.5%

2005
2 2 9 6

2 4 3

1 .3 2

.91

2 . 5 0

1 1 .5 3

7 6 . 7 0

1 7 .9

. 9 5

3 .8 %

1 7 8 1 1

1 0 1 3

3 3 ,7 %

5 8 %

4 1 4 %

5 8 5 %

1 5 0 9 .2

1 9 3 9 .1

8 2 %

1 1 5 %

11.5%

2000 2001 2002
1 3 .0 1

1 . 7 7

1 .0 1

. 7 2

1 7 .0 6

1 .8 1

1 .0 1

, 7 6

1 2 .5 7

1 .8 1

9 5

. t o

1 .6 5

8 , 2 6

1 .2 9

8 . 6 3

1.21

8 .91

6 3 . 8 3 6 4 . 9 3 6 6 . 1 8

1 4 3

. 9 3

5.0%

1 6 .7

. 8 6

4 .5 %

18.4

1 .0 1

4.8%

8 3 0 .4

6 4 . 0

1 1 0 7 . 9

6 5 . 5

8 3 2 . 0

6 2 . 2

3 4 .7 %

7 .7 %

3 4 5 %

5.9%

33.1%

7 5 %

4 6 .1 %

5 3 .9 %

4 7 .6 %

52.4%

43.9%

56.1%

9 7 8 .4

1 0 7 2 . 0

1069 .4

1 1 1 4 .7

1 0 5 1 . 6

1 1 5 8 .5

8 .3 %

1 2 . 1 %

12.1%

7.9%

11.7%

11.7%

7.8%

10.5%

10.6%

2003
18 .14

2 .0 4

1 .1 1

,82

1 1 6

9 . 3 6

6 7 . 3 1

1 6 ,7

. 9 5

4 .4 %

1 2 2 0 .8

7 4 .4

34.8%

6 .1 %

4 2 .2 %

5 7 .8 %

1 0 9 0 2

1 8 1 2 .3

8 5 %

11.8%

11.8%

2004
1 9 . 9 5

2 . 3 1

1 . 2 7

. 5 5

1 .8 5

1 1 . 1 5

7 6 . 6 7

1 6 .6

.he

4 .1 %

1 5 2 9 . 7

9 5 . 2

3 5 1 %

6 .2 %

4 3 .5 %

5 6 .4 %

1 5 1 4 .9

1 8 4 9 . 8

7 8 %

11,1%

11.1%

1992 1993 1994 1995 1996 1997 1998

8 . 9 1

1 .0 7

. 7 0

.46

1 0 .5 7

1 . 1 4

7 3

, 4 8

1 0 . 8 2

t . 1 3

. 6 8

. 5 1

8 . 7 6

1 .2 5

. 7 3

.5 4

1 1 .5 9

1 .4 9

.8 4

.57

1 2 . 8 4

1 .6 2

. 9 3

.61

1 2 .4 5

1 1 2

.98

.8 4

1 .4 1

5 1 3

1 . 5 8

5 . 4 5

1 . 9 5

5 . 6 8

1 .7 2

6 . 1 6

1 . 6 4

6 . 5 3

1 .5 2

6 . 9 5

1 .4 8

7 . 4 5

5 1 5 9 . 5 2 . 3 0 5 3 , 1 5 5 7 .6 7 5 9 . 1 0 6 0 . 3 9 6 1 4 8

1 2 3

. 7 5

5.3%

1 5 . 4

.91

4 .3 %

1 5 . 7

1 . 0 3

4 .8 %

1 3 .8

.92

5.4%

1 3 . 9

. 8 7

4 .9 %

1 3 6

. 7 8

4 .8 %

1 6 .3

. 8 5

4 .0 %

1999
1 0 .9 7

1 .7 0

. 9 3

. 6 8

1 .5 8

7 . 8 6

6 2 . 5 9

1 7 .7

1 .0 1

4.1%

6 8 6 . 5

5 8 . 2

39.7%

8.5%

4 6 .2 %

53.8%

9 1 4 . 7

1 0 4 7 . 0

a.1%

11.8%

1 1 8 %

C A P I T A L  S T R U C T U R E  a s  o f  1 0 / 3 1 / 0 7
T o t a l D e b t $ 1 0 1 9 . 9  m i l l .  Du e  i n  5  Y r s  $ 1 5 0 . 0  m i l l .
L T D e b t $ 8 2 4 . 9  m i l l . L T I n t e r e s t $ 5 5 . 7  m i l l .
( L T  i n t e r e s t  e a r n e d :  4 . 0 x;  t o t a l  i n t e r e s t  c o v e r a g e :

4 . 0 x )

P e n s i o n  A s s e t s - 1 0 / 0 7  $ 2 2 5 . 0  m i l l .
O b l i g . $ 1 8 8 . 7  m i l l .

P f d  S t o c k  N o n e

C o m m o n  S t o c k  7 3  2 3 3 , 6 6 4  s h e .

as  o f  12120107
M A R K E T C A P :  $ 1  . s  b i l l i o n ( M i d C a p )

z o o s 101311072 0 0 5

7 . 5
4 2 7 . 8

4 3 5 . 3

9 7 . 2
1 9 5 . 0
1 3 2 . 3
4 2 4 . 5

2 2 5 %

7 . 1
4 9 7 . 8
5 0 4 . 9

1 8 2 . 8
1 9 3 . 5
1 5 2 . 3
5 2 8 . 6

2 7 1 %

8 . 9
4 6 7 . 1

4 7 6 . 0

8 0 . 3
1 7 0 . 0
1 5 0 . 1
4 0 0 . 4

2 6 1 %

C U R R E N T  P O S I T I O N
($MILL.)

C a s h  a  s e t s
O t h e r
C u r r e n t  A s s e t s

A c c t s  P a y a b l e
D e b t  ` J e
O t h e r
C u n ' e n t  L i m b .

F i x .  C h g .  C o v .

P a s t
10 Yrs.

8 . 0 %
5 . 5 %
5 . 0 %
5 . 0 %
6 . 0  A

P a s t
Y rs .

1 1 . 0 %
7 . 0 %
5 . 0 %
4 . 5 %
6 . 5 %

E s t ' d  ' 0 5 - ' 0 7
to '11 -'13

2 . 5 %
3 . 0 %
5 .  0 %
4 . 0 %
3 . 5 %

A N N U A L  R A T E S
of change (per sh)
R e v e n u e s
" C a s h  F l o w "
E a m i n g s
D i v i d e n d s
B o o k  V a l u e

F i s c a l
Y e a r

E n d s

QUARTERLY REVENUES (S mill.) A
J a n . 3 1  A p r . 3 0  J u L y 0c t . 31

Full
Fiscal
Year

2005

200s

2007

2008

2009

3 3 9 . 6

2 8 2 . 1

2 7 8 . 2

3 0 0

3 1 5

5 0 8 . 0

4 8 3 , 2

5 3 1 . 5

5 4 0

5 5 3

6 8 0 . 6

9 2 1 . 4

6 7 7 . 2

6 8 5

6 9 7

2 3 2 . 9

2 3 7 . 9

2 2 4 . 4

2 4 0

2 5 0

1 7 5 1 . 1

1 9 2 4 . 7

1 7 1 1 . 3

1 7 6 5

1 8 1 5

F i s c a l
Y e a r

E n d s

EARNINGS PER SHARE A B F

J a n . 3 1 A p r . 3 0 J U I . 3 1 0 c t . 3 1

F ul l
F isca l
Year

2005

200s

2007

2008

2009

. 5 2

. 5 7

. 6 9

. 7 0

. 7 5

d . 0 6

d . 1 6

d . 1 2

d . 1 0

d . 1 3

. 9 3

. 9 4

. 9 4

. 9 5

1 . 0 0

d . 0 7

d . 0 8

d . 1 1

d . 0 5

d . 0 7

1 . 3 2

1 . 2 7

1 . 4 0

1 . 5 0

1 . 5 5

Ca l -
e n d a r

QUART ERL Y  DNIDENDS PAID C l

M a r . 3 1 J u n . 3 0 S e D . 3 0 D e c . 3 1

F u l l
Y e a r

2004

2005

2006

2007

2009

. 2 1 5

2 3

. 2 4

2 5

. 2 1 5

. 2 3

. 2 4

. 2 5

. 2 1 5

. 2 3

. 2 4

. 2 5

. 2 0 8

. 2 1 5

. 2 3

. 2 4

. 2 5

. 8 5

. 9 1

. 9 5

. 9 9

4 .7 %

65%

3 .3 %

72%

3.5%

71 *v.

3 .0%

7 5 %

1.7%

83%

3 .1 %

74%

3 .7 %

66%

3 5 %

68%

2 .8 %

7 4 %

3 .5 %

7 0 %

3 . 5 %

6 9 %

3 .5 %

70%

R e t a i n e d  t o  C o m  E t

A l l  D i v ' d s  t o  Ne t  P r o f

4 ,o %

s o %

8 . 7  y e a r s .  N o n - r e g u l a t e d  o p e r a t i o n s :  s a l e  o f  g a s - p o w e r e d  h e a t i n g

e q u i p m e n t ,  n a t u r a l  g a s  b r o k e r i n g ,  p r o p a n e  s a l e s .  H a s  a b o u t  1 , 8 7 6

e m p l o y e e s .  O f f i c e r s  &  d i r e c t o r s  o w n  l e s s  t h a n  1 %  o f  c o m m o n  s t o c k

( 1 1 0 8  p r o x y ) .  C h a i r m a n ,  C E O ,  &  P r e s i d e n t :  T h o m a s  E .  S k a i n s .  I n c . :

N C .  A d d r . :  4 7 2 0  P i e d m o n t  R o w  D r i v e ,  C h a r l o t t e ,  N C  2 8 2 1 0 .  T e l e -

p h o n e :  7 0 4 - 3 6 4 - 3 1 2 0 .  In t e r n e t :  w w w . p i e d m o n t n g . c o m .

B U S I N E S S : P i e d m o n t  N a t u r a l  G a s  C o m p a n y  i s  p r i m a r i l y  a  r e g u -

l a t e d  n a t u r a l  g a s  d i s t r i b u t o r ,  s e r v i n g  o v e r  9 3 2 , 0 9 7  c u s t o m e r s  i n

N o r t h  C a r o l i n a  S o u t h  C a r o l i n a ,  a n d  T e n n e s s e e .  2 0 0 7  r e v e n u e  m i x :

r e s i d e n t i a l  ( 5 4 % ) ,  c o m m e r c i a l  ( B U T ) ,  i n d u s t r i a l  ( 1 4 9 ) ,  o t h e r  ( 2 % ) .

P r i n c i p a l  s u p p l i e r s :  T r a n s c o  a n d  T e n n e s s e e  P i p e l i n e .  G a s  c o s t s :

6 9 . 4 %  o f  r e v e n u e s .  ' 0 7  d e p r e s s .  r a t e :  3 . 4  / > .  E s t i m a t e d  p l a n t  a g e :

March 14, 2008

progresses. And its revenues ought to ad-
vance approximately 3% this year and
next. Efforts to gain customers from the
conversion markets sho.uld help this cause.
Furthermore, the company intends to file
a general rate case in North Carolina, its
largest service area. Meanwhile, its non-
utility business ought to pick up steam as
the Hardy Storage joint venture (JV) con-
tributes to both top and bottom lines for
the whole of 2008. And, we expect solid
performance to persist from its South Star
Energy JV.
All told, we look for the bottom line to
advance 7% and 3% for this year and
next, respectively. This ought to stem
from continued investments in its natural
gas infrastructure. Further streamlining
and consolidation of business processes
and operations should help maintain mar-
gins, as well.
The equity offers a sol id dividend
yield and decent total return poten-
tial to 2011-2013. Meanwhile, these
shares are ranked to perform in line with
the broader market averages for the year
ahead.
Bryan Fong

Piedmont Natural Gas likely posted
relatively unchanged earnings for the
first quarter (ended January 31st).
The company was scheduled to report
earnings for its January interim after this
report went to press. We have cacheted
down our top-line estimate for 2008,
though, we look for some progress this
year. During the first quarter, Piedmont's
revenues likely advanced in the low single~
digit range. The reduced expectations stem
from slower growth in the residential con-
struction market. Subsequently, in an ef-
fort to increase volumes, PNY has been
working on converting users of other types
of energy to natural gas. Meanwhile, the
fourth quarter of 2007 experienced
warmer-than-normal weather, But that in-
ter im  i s  not  subject  to  the weather
normalization clause (VVNC) for its Ten-
nessee and South Carolina service areas.
The WNC protects the bottom line against
decreased usage. The adjustment should
help during the January interim, though.
Overall, we look for a nominal advance in
share net for the first quarter.
The company ought to experience bet-
ter volume comparisons as the year

(C) Dividends histor ically paid mid-January,
April,  July, October,
l Div'd reinvest .  plan available;  5% discount .
(D) includes deferred charges.  in 2007: $23.9

B + +

1 0 0
5 5
8 0

C o m p a n y ' s  F i n a n c i a l  S t r e n g t h
St o c k ' s  Pr i c e  S t a b i l i t y
P r i c e  G r o w t h  P e r s i s t e n c e
E a r n i n g s  P r e d i c t a b i l i t y

mi l l i o n ,  3 3 ¢ l s h a r e .
( E)  In  m i l l i o n s ,  a d j u s t e d  f o r  s t o c k  s p l i t .
( F )  Q u a r t e r s  m a y  n o t  a d d  t o  t o t a l  d u e  t o
c h a n g e  i n  s h a r e s  o u t s t a n d i n g .

I :|
l

18 . 3
14.3

Target Price Range
2011 2013

80

60
50
40

30
25
20

15

10

- 7 . 5

-in

III Ill
I l l

ill

7 6 5 . 3

6 0 . 3

39.2%

7.9%

4 4 .7 %

5 5 .3 %

8 2 9 . 3

9 9 0 . 6

9.2%

13.2%

1 3 2 %

(A) F iscal year ends October 31st .
(B) Diluted earnings. Excl.  extraordinary item:
'00, 8¢. Excl.  nonrecurring charge: '97, 2¢.
Next earnings report  due ear ly May.
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THE PUBLlSHER IS NOT RE PONSlBLE OR ANY ERRORS OR omissions HEREIN. This publlcadun is strictly lot subscriber's own. non~commerclal, internal use. No part
ml it may be reproduced, resold, stored or transmitted in any printed, electronic or other f01m. Ur used for generating or marketing any primed or electronic publication, service or product.

N l ulll ll lulllu lllulII I lI  l l 1 _ 1 - l 1 1 1 1

I



SOUTH JERSEY INDS. NYSE-SJI 34.23RECENT
PRICE

PIE
RATI0 15_3(8,3£a8§}3i3)

RELATIVE

PIE RATIO 0.99 3.2%DIV'D
YLD

VALUE
LINE

15.1
123

17.0
13.8

18.3
14.1

203
15,3

26.5
19.7

32.4
24.9

34.3
25.6

41.3
31.2

38.4
33.6

High:
Low:

15.3
10.5

t5.4
11.04
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2008 2009 © VALUE L INE PUB. ,  INC2007
3 2 . 2 9

3 . 0 3

2 . 0 9

1 .0 1

1 . 8 7

1 6 2 4

2 9 . 8 2

1 7 2

. 9 0

2 .8 %

9 5 6 .4

6 1 . 9

4 0 . 7 %

6.5%

4 2 .7 %

5 7 .3 %

8 3 9 . 0

9 4 8 3

8 .5 %

12.9%

12.8%

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
1 6 5 7

1 . 5 6

.81

.71

1 7 .0 3

1 . 5 4

. 7 8

.72

1 7 .4 5

1 . 3 5

.Gt

. 7 2

1 6 .5 0

1 .6 5

. 8 3

. 7 2

1 6 .5 2

1 .54

. a s

.72

1 6 . 1 8

1 .6 0

. 8 6

. 7 2

2 0 .8 9

1 .44

, M

. 7 2

1 7 . 6 0

1 .84

1 .0 1

. 7 2

2 2 . 4 3

1 .9 5

1 . 0 8

. 7 3

3 5 . 3 0

1 .9 0

1 .1 5

.7 4

2 0 . 6 9

2 . 1 2

1 .2 2

.75

2 6 .3 4

2 2 4

1 3 7

. 7 8

2 9 . 5 1

2 .4 4

1 5 8

B2

3 1 . 7 8

2 . 5 1

1 .7 1

BS

1 .6 9

6 . 9 5

1 . a 7

7 . 1 7

t . 9 3

7 . 2 3

2 . 0 8

7 .3 4

2 .01

8 . 0 3

2 . 3 0

6 . 4 3

3 . 0 6

6 . 2 3

2 . 1 9

6 .7 4

2 .21

7 . 2 5

2 . 8 2

7 . 8 1

3 . 4 7

9 . 6 7

2 . 3 6

1 1 .2 6

2 . 8 7

1 2 .4 1

3 . 2 1

1 3 . 5 0

1 9 .0 0 1 9 ,6 1 2 1 . 4 3 2 1 .4 4 2 1 . 5 1 2 1 .5 4 2 1 . 5 6 22.30 2 3 . 0 0 2 3 . 7 2 2 4 . 4 1 2 8 . 4 6 2 7 . 7 6 2 8 . 9 8

1 3 .2

.BO

6.6%

1 5 . 8

. 9 3

5.9%

1 6 . 1

1 . 0 8

7 .4 %

1 2 .2

.82

7.2%

1 3 .3

.83

6.4%

1 3 . 8

. 8 0

6.1%

2 1 . 2

1 . 1 0

5 .3 %

1 3 .3

J o

5.4%

1 3 .0

. 8 5

5 2 %

1 3 .6

. 7 0

4 .7 %

1 3 .5

.7 4

4 .6 %

1 3 .3

. 7 6

4 .3 %

1 4 .1

.7 4

3 .7 %

1 6 . 5

. 8 8

3 .0 %

2006
3 1 . 7 8

3 . 5 1

2 . 4 6

. 9 2

2 . 5 1

1 5 .1 1

2 9 . 3 3

1 1 . 9

.6 4

3 2 %

9 3 1 .4

7 2 . 0

4 1 .3 %

7 1 %

4 4 .7 %

5 5 .3 %

8014
920.0

1o ,1%

1 5 3 %

16.3°/»

3 4 . 3 5

3 . 2 0

2 .2 5

1 . 1 0

3 5 . 0 5

3 . 5 0

2 . 4 5

1 . 1 6

Re v e n u e s  p e r  s h

"Ca s h  F l o w"  p e r s h

Ea r n i n g s  p e r c h  A

D i v ' d s  D e c l ' d p e r s h  B  l

3 9 . 0 5

4 . 0 5

3 . 0 0

1 . 2 8

2 . 1 5

1 7 . 3 5

2 . 4 5

1 8 . 3 5

Ca p ' I  Sp e n d in g  p e r  s h

Bo o k  Va lu e  p e r  s h  c

3 . 1 5

2 0 . 3 0

3 0 . 0 0 3 0 . 5 0 C o m m o n  S h s  0 u t s t ' g  D 3 2 . 0 0

Bold Hg
Value
destin

:res are

Line

Ares

Av g  An n ' I  P IE  R a t i o

Re l a t i v e  P IE  Ra t i o

Av g  An n ' l  D i v ' d  Y l e l d

1 4 . 0

. 9 5

3 .0 %

1 0 3 0

6 7 . 5

1100
75.0

Revenues ($milI)
Net Profit ($mill)

1 2 5 0

9 5 . 0

4 0 .0 %

6.6%

4 0 . 0 %

6 . 8 %

In c o me  T a x  Ra t e

Ne t  Pr o f i t  M a r g i n

4 0 .0 %

7 .6 %

4 1 .5 %

58.5%

4 0 . 5 %

59.5%

L o n g - T e mi  De b t  Ra t i o

Co mmo n  Eq u i t y  Ra t i o

4 1 . 0 %

5 9 . 0 %

8 9 0

9 8 0

945
1015

Total Capital ($mill)
Net Plant ($mill)

1 1 0 0

1 2 0 0

9 .0 %

13.0%

13.0%

9 . 0 %

1 3 . 5 %

1 3 . 5 %

Re t u r n  o n  T o t a l  Ca p ' I

Re t u r n  o n  Sh r ,  Eq u i t y

R e t u r n  o n  C o m  E q u i t y

10 .0%

14.5%

14,5%

4 5 0 . 2

1 3 . 8

3 9 2 .5

2 2 . 0

5 1 5 . 9

2 4 . 7

a 3 7 . 3

2 6 . 8

505 .1

2 9 .4

8 9 8 3

3 4 . 6

8 1 9 . 1

4 3 0

9 2 1 . 0

4 8 6

4 6 .2 %

3 .1 %

4 2 .8 %

5 .6 %

4 3 .1 %

4 .8 %

4 2 .2 %

3.2%

4 1 .4 %

5.8%

4 0 .6 %

5.0%

4 0 .9 %

5 ,2 %

4 1 .5 %

5 .3 %

5 7 .3 %

3 3 .5 %

53.8%

3 7 0 %

5 4 .1 %

37.6%

57.0%

35.9%

53.6%

4 6 .1 %

5 0 .8 %

4 9 .0 %

4 8 .7 %

5 1 .0 %

4 4 .9 %

5 5 .1 %

4 0 1 .1

5 0 4 . 3

4 0 5 . 9

5 3 3 . 3

44355

5 6 2 . 2

516 .2

6 0 7 . 0

5 1 2 . 5

6 6 6 . 6

608 .4

7 4 8 3

8 7 5 . 0

7 9 9 . 9

7 1 0 . 3

B`/7 .3

5 .3 %

a w .

10 .3%

7.4%

11.7%

14.6%

7 .4 %

12.1%

14.8%

6.9%

12.1%

12.8%

7 .6 %

12.4%

12.5%

7 .3 %

1 1 5 %

11.6%

7 .9 %

12.4%

12.5%

8 .3 %

12.4%

12.4%

C A P I T A L  S T R U C T U R E  a s  o f  1 2 / 3 1 / 0 7
T o t a l  De b t $ 4 7 6 . 3  m i l l .  D u e  i n  5  Y r s  $ 1 5 6 . 1  m i l l .
L T D e b t $ 3 5 7 . 9  m i l l . L T  I n t e r e s t $21  .0  mi l l .
( T o t a l  i n t e r e s t  c o v e r a g e :  4 . 8 x)

P e n s i o n  A s s e t s - 1 2 / 0 7 $ 1 2 0 . 4  m i l l .
O b l i g . $ 1 3 3 . 0  m i l l .

Pf d  St o c k  n o n e

C o m m o n S t o c k  2 9 , 6 2 4 , 4 9 2  c o m m o n  s h e .
a s  o f  2 / 2 3 / 0 8

M A R K E T C A P:  $ 1 . 0  b i l l i o n  ( M i d  C a p )

2 0 0 s 12131107z o o s

7 . 9
3 6 3 . 8
3 7 1 . 7

1 0 1 . 6
1 9 7 . 0
1 2 4 . 2
4 2 2 . a

5 2 7 %

1 1 . 7
3 1 6 . 6
3 2 8 . 3

1 0 1  . 2
1 1 8 . 4
1 0 8 . 7
3 2 8 . 3

4 7 6 %

4 . 9
3 5 2 . 6
3 5 7 . 5

1 7 9 . 0
1 4 9 . 7

7 4 . 4
4 0 3 . 1

4 8 6 %

C U R R E N T  P O S I T I O N
(SM IL L )

C a s h  A s s e t s
O t h e r
C u r r e n t  A s s e t s

A c c t s  P a y a b l e
D e b t  D u e
O t h e r
C u r r e n t  L i m b .

F i x .  C h g .  C o v ,

Est 'd '05- '07
to '11-'13

3 . 5%
N M F
N M F
5 . 5%
5. 0%

Past
1llYrs.

6 . 5 V
6 . 5%
9 . 5%
2 . 0%
6. 0%

ANNUAL R ATE S
of change (per sh)
R evenues
"C ash  F low "
E a mi n g s
D ividends
B ook  Va lue

P as t
5 Yrs.

4 . 5%
8 . 5%

1 2 . 0 %
3 . 5%

13. 5%

C a l -
e n d a r

QUARTERLY REVENUES (s  mi l l . )

M a r . 3 1  J L I n . 3 0  S e P . 3 0 D e c . 3 1
F u l l

Y e a r

2005

2005
2007

2008

2009

281 .4

2 5 0 . 3

2 6 0 . 1

2 8 0

3 0 0

1 5 7 . 0

1 5 4 . 7
1 5 6 . 2

1 7 0

1 9 0

1 5 4 . 0

1 5 3 . 8

1 7 1 . 7

1 9 0

2 0 5

3 2 8 . 6

3 7 2 . 6

3 6 8 . 4

3 9 0

4 0 5

9 2 1 . 0

9 3 1 . 4

9 5 5 . 4

1 0 3 0

1 1 0 0

C a l -
e n d a r

EARNINGS PER SHARE A

M a r . 3 1  J u n . 3 0  S e p . 3 0 D e c . 3 1
Full
Year

2005

goos

2007

2008

2009

. 3 9

. 6 9

. a s

. 6 5

. 7 0

. 2 7

. 2 0

. 2 1

. 2 5

. 3 0

. 0 9

. 5 1

d . 0 5

. 1 0

. 1 5

. 9 6

1 . 0 6

1 . 3 0

1 . 2 5

1 . 3 0

t . 7 t

2 . 4 6

2 0 9

2 . 2 5

2 . 4 5

C a l -
e n d a r

QUART ERL Y  DIWDENDS PAID Bl

M a r . 3 1  J u n . 3 0  S e D . 3 0 D e c . 3 1

F u l l
Y e a r

2004

zoos

200s

2007

2008

. 4 1 5

. 4 3 8

. 4 7 0

. 5 1 5

. 2 0 2

. 2 1 3

. 2 2 5

. 2 4 5

. 2 0 2

. 2 1 3

. 2 2 5

. 2 4 5

. 8 2

. 8 6

. 9 2

1 . 0 1

N M F

1 1 2 %

4 2 %

7 2 %

4 .8 %

6 7 %

3.5"/ .

76%

4 .7 %

62%

5 .0 %

57%

5 .9 %

52%

5 2 %

5 0 %

10.2%

3 7 %

6 .7 %

48%

6.5%

4 9 %

7 . 0 %

4 7 %

R e t a i n e d  t o  C o m  Eq

A l l  D i v ' d s  t o  Ne t  P r o f

8 .5 %

4 3 %

S o u t h  J e r s e y  E n e r g y ,  S o u t h  J e r s e y  R e s o u r c e s  G r o u p ,  M a r i n a  E n -

e r g y ,  a n d  S o u t h  J e r s e y  E n e r g y  S e r v i c e  P l u s .  H a s  6 0 4  e m p l o y e e s .

O f f . l d i r  c t r l 1 2 %  o f  c o m .  s h a r e s ,  D i m e n s i o n a l  F u n d  A d v i s o r s ,

B . 3 % ,  B a r c l a y s ,  6 . 0 %  ( 3 1 0 7  p r o x y ) .  C h r m n .  &  C E O S  E d w a r d  G r a -

h a m .  l n c o r p . :  N J .  A d d r e s s :  1  S o u t h  J e r s e y  P l a z a ,  F o l s o m ,  N J

0 8 0 3 7 .  T e l . :  6 0 9 - 5 6 1 - 9 0 0 0 .  In t e r n e t :  w w w . s j i n d u s t r i e s . c o m .

B U S I N E S S : S o u t h  J e r s e y  In d u s t r i e s ,  In c .  i s  a  h o l d i n g  c o m p a n y .  I t s

s u b s i d i a r y ,  S o u t h  J e r s e y  G a s  C o . ,  d i s t r i b u t e s  n a t u r a l  g a s  t o

3 3 5 , 6 6 3  c u s t o m e r s  i n  N e w  J e r s e y s  s o u t h e r n  c o u n t i e s ,  w h i c h

c o v e r s  2 , 5 0 0  s q u a r e  m i l e s  a n d  i n c l u d e s  A t l a n t i c  C i t y .  G a s  r e v e n u e

m i x  ' 0 7 :  r e s i d e n t i a l ,  4 6 % ,  c o m m e r c i a l ,  2 3 % ,  c o g e n e r a t i o n  a n d  e l e c -

t r i c  g e n e r a t i o n ,  8 % '  i n d u s t r i a l ,  2 3 % .  No n - u t i l i t y  o p e r a t i o n s  i n c l u d e :

serration Incentive Program (CIP). This
initiative allows South Jersey to promote
energy conservation and insulate itself
from the negative impact of lower custom
Er usage. The CIP protected $7.5 million of
net income during 2007, offsetting reduced
customer utilization. Elsewhere, the per-
formance of the nonutility Commodity
Marketing business should continue to
have an important impact on earnings.
This unit maintains 10 billion cubic feet of
gas storage capacity, which allows it to
take advantage of volatility in natural gas
pricing and lock in attractive profit mar-
gins. Looking forward, we anticipate mod-
erate share-earnings and dividend growth
in the current year. This pattern seems
likely to continue in 2009, as well.
These shares are ranked to lag the
broader market for the coming six to
12 months. Looking further out, we
project solid bottom-line growth at South
Jersey over the pull to 2011-2013. More-
over, this issue scores high marks for Price
Stability and Earnings Predictability.
Thus, this stock offers worthwhile total re-
turn potential for a natural gas utility.
Michael Napoli, CPA March 14,2008

South Jersey Industries reported a
modest advance in revenues for 2007,
although economic earnings increased
roughly 14%. Utility South Jersey Gas
benefited from continued growth in the
customer base and lower interest costs.
The company's nonutility operations also
posted a solid performance. Readers are
advised that our earnings-per-share fig-
ures are now based on economic earnings,
a non-GAAP measure that excludes un-
realized gains and losses from commodity
derivative transactions. Thus, the share-
net figures from 2007 onward are not
directly comparable with those from pre-
vious y€2lllS*
The company has solid long-term
prospects. Natural gas remains the fuel
of choice in the markets served by South
Jersey Gas, as it enjoys a considerable
price advantage over alternatives. Indeed,
the vast majority of new homes built have
chosen natural gas as their main heating
source. Moreover, the company expects
economic development in the Atlantic City
area will boost housing demand in the
coming years. In addition, this business
ought to continue to benefit from the Con-

C o m p a n y ' s  F i n a n c i a l  S t r e n g t h
St o c k ' s  Pr i c e  St a b i l i t y
P r i c e  G r o w t h  P e r s i s t e n c e
Ea r n i n g s  Pr e d i c t a b i l i t y

B++
100

95
85

To subscribe call 1-800-833-0046.

($0.24), '98, ($0.26). '99, ($0.02), '00, ($0.04);
'01, ($0.02),  '02, ($0.04);  03, ($0.09),  '05,
($0.02), '06, ($0.02). Next egg. report due late
Apr il.  (B) Div'ds paid ear ly Apr. ,  Jul, ,  Of . ,  and

i e

I

15.4
10 . 8

Target Price Range
2011 2013

BO

60
50

40

30
25
20

15

10
- 7 . 5

I IIIII
1 - 1 3

(A) Based on GAAP EPS through 2006,  eco-
nomic earnings thereafter.  GAAP EPS: '07,
$2.10. End. nonrecur.  gain: '01, $0.13. Excl
gain (losses) from discount, ops.: '96, $1 .14, '97,
c 2008, Value Line Publishing, Inc. All Rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties 01 any kind.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly lot subscriber's own, noh~commercial, internal use. No pan
of it may be reproduced, resold. stored or transmitted in any printed, electronic or other form, or used for gaterating or marketing any printed nr electronic publication, service or product.

life Dec,  l Div.  reinvest .  plan avail.  (C)  Incl.
regulatory assets.  In 2007:  $1881 mill. ,  $637
per shi.  (D) In millions, adjusted for split .



NYSE-WGLWGLHOLDINGS 31.83RECENT
PRICE

PIE
RATIo 13.8lH8i}{2,?§388) 0 . 8 9

RELATIVE

PIE RATIO 4 . 3 %
DIV D
YLD

VALUE
LINE

31.5
21.8

30.5
25.3

29.5
19.3

28.8
23.2

31.4
26.7

34.8
28.8

33.6
27.0

35.9
29.8

34.6
30.9

High:
Low:

31.4
20.9

30.8
23.1

1
TIMELINESS 3 Raised 5l25l07

SAFE W Raised4/2/93

TECHNICAL 3 Lowered Z129108

BETA .as (1.00 Market)

2011-13 PROJECTIONS
Ann'lTotal

Price Gain Return
High 40 +25% 10%
Low 35 +10% 7%

Ins ider Decisions

to Buy
Options
Io Sell

A M J J A S O N D
0 0 0 0 0 0 0 0 0
0 1 0 0 0 0 3 0 0
0 1 0 0 0 0 3 0 1

Inst i tut iona l  Dec i s ions

202007 aa2oo1 492007
to Buy 94 90 92
iN Sell 81 96 94
Hld's(000) 35310 34163 35393

11"1ll111

2012

22lor-1 split 5/95
Yes

LE G E N D S . .
1.3.0 x Dividends p sh
divided b rlnteresl Rate
Relative ice Sxrengxh

Ogtionsz . . .
haded area Indlcales recession

I I I  I l l ' 1111 4 I l. l | I *Ill

1*l.116 |.» I I
I »II" 11 all:

-

0000

%TOT. RETURN2108
VLARITH.
INDEX
-9.3
17.1

111.9

THIS
STOCK

3.2
15.5
546

1 yr.
3 yr.
5 yr,

•

I I tI ll ll.l. .~,llnulI I
9
6
3

Percent
shares
traded

IIIIIIIIII |

I ml I ll II In I

1 HI I III
I 111|  | I I|  l l I 1

I I | I
n

I
2008 2009 © VALUE LINE PUB., INC 11-13

54.55

4.15

2.30

1.40

56.05

4.25

2.35

1.44

Revenues per sh A

"Cash Flow" per sh

Earnings per sh B

Div'ds Decl'dpersh CI

60.70

4.50

2.50

1.56

3.35

21.15

3.00

22.00

Cap'l Spending per sh

Book Value per sh D

2.50

24.95

49.50 49.60 Common Shs0utst'g E 50.00

Bold fig
Value
destin

res are
Line
Ares

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

15.0

1.00

4.2%

2700

114

2780
117

Revenues ($milI) A
Net Profit ($mill)

3035

125

38.0%

19%

38.0%

4.0%

IncomeTax Rate

Net Profit Margin

38.0%

4.2%

36.0%

62.5%

35.0%

63.5%

Long-TermDebt Ratio

Common EquityRatio

32.0%

66.5%

1675

2235

1720
2325

Total Capital ($mill)
Net Plant ($mill)

1875

2615

8.0%

11.0%

11.5%

8.0%

10.5%

11.0%

Return on Total Cap'I

Return onShr. Equity

Return onCom Equity

8.0%

10.0%

10.5%

2005 2006
44.94

3.97

2.11

1.32

53.96

3.93

1.94

1.34

2.32

17.80

3.27

18.28

48.65 48.89

14.7

.78

4.2%

15.5

.84

4.5%

2188.3

104.8

2637.9

95.1

37.4%

4.8%

39.0%

3.5%

39.5%

58.6%

38.5%

61,5%

1478.1

1989.7

1497.8

2067.9

8.5%

11,7%

12.0%

71%

10.3%

10.2%

2007
53,51

3.89

2.10

1.37

3.33

19.83

49.45

15.6

.82

4.2%

2646.0

102.9

39.1%

3.9%

37.9%

60.3%

1625.4

2150.4

7.6%

10.2%

10.4%

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
18,37

2.17

1.27

107

21.55

2.25

1.31

1.09

21.69

2.43

1.42

1.11

19.30

2.51

1.45

1.12

22.19

2.93

1.85

1.14

24.16

3.02

1.85

1.17

2374

2.79

1.54

1.20

20.92

2.74

1.47

1.22

22.19

3.20

1.79

1.24

29.80

3.24

1.88

1.26

32.63

263

1.14

1.27

2.17

10.66

2.43

11.04

2.84

11.51

2.63

11.95

2.85

12.79

3.20

1348

3.62

13.86

3.42

14.72

2.67

15.31

2.88

16.24

334

15.78

40.62 41.50 42.19 42.93 43.70 43.70 43.84 46.47 46.47 48.54 48.56

13.6

.82

6.2%

15.6

.92

5.3%

14.0

.92

5.6%

12.7

.85

6.1%

11.5

.72

54%

12.7

.73

5.0%

17.2

.89

4.5%

17,3

.go

4.8%

14.8

.95

4.8%

14.7

.75

4.6%

23.1

1.26

4.8%

2003
42.45

4.00

2.30

1.28

2,65

15.25

48.63

11 .1

.83

5.0%

2064.2

112.3

3B_0%

5.4%

43.8%

54.3%

1454.9

1874.9

9.1%

13.7%

14.0%

2004
42.93

3.87

1 .98

1 .30

2.33

16.95

48.67

14.2

.75

4.6%

2089.6

98.0

38.2%

4.7%

40.9%

57.2%

1443.5

1915.6

8.2%

11.5%

11.7%

1040.6

68.6

972.1

68.8

1031.1

84.6

1446.5

89.9

1584.8

55.7

356%

6.6%

36.0%

7.1%

36.1%

8.2%

39.8%

62%

34.0%

35%

403%

57.1%

41.5%

56.1%

43.1%

543%

417%

56.3%

45.7%

52.4%

1064.8

1319.5

1218.5

1402.7

1299.2

1460.3

1400.8

1519.7

1462.5

16088

8.0%

10,8'7

11.1%

7.1%

9.7%

9.9%

7.9%

11.4%

111%

7.9%

11.0%

11.2%

5.3%

7.0%

72%

CAPITAL STRUCTURE as of 12/31/07
Total Debt $941 .0 mill. Due in 5 Yrs $399.5 mill.
LT Debt $593.5 mill. LT Interest $40.1 mill.
(LT interest earned: 6,7x. total interest coverage:

5.7x)
Pension Assets-9/07 $740,7 mill.

Oblig. $680.3 mill.
Preferred Stock $28.2 mill. Pfd. Div'd $1.3 mill.

CommonStock49,454,057 she.

as of 1/31/08

MARKET CAP: $1.5 billion (Mid Cap)

2006 2007 12/31/07

19 . 0
878 . 3
897 . 3
331 .4
347 . 5
237 . 5
916 . 4
4 6 0 %

4 . 9
568 . 8
573. 7
216 . 9
205 . 4
134. 8
557. 1
4 6 0 %

4. 4
556 . 9
561 . 3
208 . 5
238 . 4
113 . 9
560 . 8
4 5 5 %

CURRENT POSITION
(SMILL)

C ash  Asse t s
O t he r
C ur rent  Asset s
Acc t s  P ayab le
D ebt  D ue
O t he r
Cur rent  L iab.
F ix .  Chg.  Cov.

Past
10 Yrs.

Est'd '05-'07
to'11-'13

3.0%
2.5%
3. 5%
2.5%
5. 0%

Past
Yrs.

12.5%
5.0%
5.0%
1.5%
3.5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

9.0%
3.5%
2.0%
1.5%
4.0%

Fiscal
Year
Ends

QUARTERLY REVENUES (s milL. A
D e c . 3 1  M a r . 3 1  J u n . 3 0  S e p . 3 0

Full
Fiscal
Year

2005

2006

2007

2008

2009

284.1

323.6

325.7

350

370

929.8

1064.5

1119.9

1140

1160

349.0

346.9

467.5

458_4

480

623.4

902.9

732.9

751.6

770

2156.3

2637.9

2646.0

2700

2780

Fiscal
Year
Ends

EARNINGS PER SHARE A B

Dec.31 Mar.31 Jun.30 Sep.30

Full
Fiscal
Year

2005

2006

2007

200B

2009

d.17

d.01

.22

.20

.25

d.23

d.15

d.31

d.15

d.20

1.63

1.17

1.27

1.30

1.33

.88

.93

.92

.95

.97

2.11

1.94

2.10

2,30

2.35

Cal-
endar

QUARTERLY DNIDENDS PAID c I

Mar.31 JUn.30 SeD.30 Dec.31

Full
Year

2004

2005

200s

2007

2008

.325

,a la
.338

.34

.325

333

.338

.34

.325

.3a3

.338

.34

.32

.325

.333

.34

.34

1.30

1.32

1.34

1.36

2.5%
78%

1.8%

82%

3.7%

69%

3.8%

67%

NMF

112%

5.2%

56%

4.1%

65%

4.6%

62%

3.1%

70%

3.5%

66%

4.0%

61%

4.0%

61%

Retained to Com Eq

All Div'ds toNe!Prof

4.0%

62%

vides energy related products in the D.C. metro area, Wash. Gas

Energy Sys. designs installs comm'l heating, ventilating, and air

cord. systems, American Century Inv. own 8.2% of common stock,

Off.ldir. less than W (1108 proxy). Chrmn. & CEO: J.H. DeGraffen-

reidt. Inc.: D.C. and VA. Addr.: 1100 H St., N.W., Washington, D.C.

20080. Tel.: 202-624-6410. Internet: www.wglholdings.com

BUSINESS: WGL Holdings, Inc. is the parent of Washington Gas

Light, a natural gas distributor in Washington, D.C. and adjacent

areas of VA and MD to resident'l and comm'l users (1,046,2D1

meters). Hampshire Gas, a federally regulated sub., operates an
underground gas-storage facility in VW. Non-regulated subs.:

Wash. Gas Energy Svcs. sells and delivers natural gas and pro

March 14, 2008

WGL Holdings has been experiencing
progress with its rate cases. The com-
pany recently received approval for a rate
hike in the District of Columbia (DOC).
The incremental cash flow from the rate
hike, which was not expected to be ap-
proved until March, added approximately
$0.05 per share to the bottom line in the
first quarter (ended December Slst). Fur-
thermore, the earlier-than-expected rate
increase has prompted us to raise our an-
nual estimate by 5%, to $2.30 per share.
The company's earnings will likely get
a 2%-3% lift for the March interim.
WGL's gas and light utility division has
been experiencing higher usage volumes
and system charges as a result of 12,310
new customers. And it is expected to add
about 5,200 more accounts by the end of
fiscal 2008. Furthermore, the asset man-
agement business likely continued to enjoy
strong off-system sales as excess reserves
are released in order to meet  the
heightened demand during the colder
winter months. These results ought to be
partially offset by increased operation and
maintenance costs.
We look for the share net to advance

approximately 10% this year. Lifts in
the top-line volumes ought to stem from
the heightened rates in the DOC, addi-
tional customer growth, and expansion of
the company's asset management pro-
gram. Meanwhile, gas sales at the Wash-
ington Gas Energy Services unit have
been down as a result of warmer-than-
normal weather patterns. However, this
unit's margins have been widening on a
per-therm basis, offsetting the lower
volumes and boosting the bottom line.
I n 2009, the bottom-line increase
ought to moderate. The majority of ben-
efits from efficiency initiatives and the ef-
fects of the recent DOC rate hike will have
cycled through by next year. Therefore, we
look for earnings advances to slow to a low
single-digit rate.
These neutrally ranked shares may
appeal to income~oriented accounts.
The equity offers a solid dividend yield.
Meanwhile, the stock garners our Highest
Safety rank (1), and our best mark for
Price Stability (100), indicating suitability
for conservative accounts with an eye on
capital preservation.
Bryan Fong

inks report  due late April.  (C) Dividends histor i-
ca l ly pa id  ear ly F ebr uar y,  May,  August ,  and
November .  l D ividend reinvestment  plan avail-
able.

[ I

29 . 4
21 .0

Target Price Range
2011 2013

80

60
50

40

30
25
20

15

10

-7.5

I
I

lllllI
.HIIII

Illlllli
IIIIIIII

llllllllll

Company's Financial Strength
Stock's Price stability
Price Growth Persistence
Earnings Predictability

100
(A) F iscal years end Sept.  30th. (D) Includes deferred charges and intangibles.
(B )  B ased on di lut ed shares.  E xc ludes non- '07:  $322.2 million,  $6.51/sh.
recurring losses: '01, (13¢), '02, (34¢), '07, (4¢) (E) In millions, adjusted for stock split .
discont inued operat ions:  '06,  (15¢).  Next  eam-
0 2008, Value Line Publishing, inc. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided witholn warranties al any kind. i
THE PUBLISHER is NOT RE PONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. r non-commercial, internal use. No pan
Rf it may he reproduced, resold, stored Ur transmitted in any printed, electronic or other form, service or product.

This publication is strictly Inc subscribers own,
or used for generating or marketing any printed or electronic publication,
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ATLANTA GAS LIGHT (NYSE) Scathadaf

13:25 ETv-0.09 Vol. 197,00334.45ATG (00.26°.,)

r
I

Zacks.com

Zacks.com Quotes and Research

AGL Resources principal business is the distribution of natural gas to customers in central, northwest, northeast and
southeast Georgia and the Chattanooga, Tennessee area through its natural gas distribution subsidiary. AGL's
major service area is the ten county metropolitan Atlanta area.

General information
AGL RESOURCES
Ten Peachtree Place NE
Atlanta, GA 80309
Phone: 404 584~4000
Fax: 404 584-3945
Web: www.aglresources.com
Email; scave@aglresources.com

industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

»-»»»-~¢» ezvesrnerar RESEARCH
F7mr¢n Ratings.8essarcI;&Recansuwndsrions

ZAC KS

December
12/81 /07
05/07/2008

UTIL-GAS D1S*9
Utilities

34.55

44,87

34,44

0.46

437,597.56

41 .95

s ;.J [HTG J 30-D419 0 Los inc Pr ices

/-~,

as-07-08'

Ias.o

l:¢4.s

187.0

ls<».s

1:w.s

Iss.a

lzs.s

Page I of 2

02-11-08

% Price Change

4 Week

% Price Change Relative to ss.p 500

4Week

12 Week 12 Week

YTD

-3.88

8.18

4.21YTD

-6.42

-4.69

-8.21

76.44

Dividend information

Dividend Yield

Annual Dividend

Share Information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

2,640.97 Payout Ratio

Change in Payout Ratio

Last Dividend Payout I Amount

4.86%

$1 .ea

0.60

0.04

02/18/2008 / $0.42Last Split Date

1 .89

12/04/1995

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

1 .34

2.82

4.80

05/07/2008

Consensus Recommendations

Current (1 =Stror\g Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.00

2.00

2.00

1 .88Next EPS Report Date

Fundamental Ratios

PIE

Current FY Estimate:

EPS Growth

vs. Previous Year

Sales Growth

vs.Previous Year -3.11%

85.64%Trailing 12 Months:

PEG Ratio

12.26

12.66

2.58

vs. Previous Quarter

43.33%

405.88% vs. Previous Quarter:

ROE ROAPrice Ratios

Price/Book 1 .59 12!31 i07 12.72 12/31!07 3.57

http://www.zacks.com/research/print.php'?type=report&t=ATG

r

3/10/2008
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Price/Cash Flow

Price Sales

7.45 09/30/07

1 .06 06/3Gi07

1 1 .67 09f30/07

13,15 06/80!G7

3.27

3.66

Current Ratio Quick Ratio Operating Margin

12/31 /GO

U9!30/07

G6/30!07

1.10 12/3a/07

1 .04 09/30/07

1 .08 G6!30/07

0 . 77 12f'31 /07

0.56 09/30/07

0.62 06!30/07

8.46

7.63

8.33

Net Margin Pre-Tax Margin Book Value

12/31 /07

09/30/07

.06/30/07

13.55 12/31/07

12.28 09/30/07

13.41 06!30/'07

13.55 12/31/07

12.28 09/30/07

13.41 06/30/07

21 .69

20.89

21 .49

Inventory Turnover Debt-to-Equity Debt to Captiai

12/31/07

09/SD107

06/30./07

2.49 12/31/07

2.50 09/30/07

2.59 06/30/07

1.01 12/31/07

0.95 09/30/07

0.92 06!30407

50.89

49.47

48.65

http://www.zacks.com/research/print.php?type=repo1t&t=ATG 3/10/2008
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ATO 25.84 »0.03 (0.12%) VoL 347,800

At nos Energy Corporation distributes and sells natural gas to residential, commercial, industrial, agricultural and
other customers. At nosoperates through he divisions in cities, towns and communities in service areas located in
Colorado, Georgia, Illinois, Iowa, Kansas, Kentucky, Louisiana,Missouri, South Carolina, Tennessee, Texas and
Virginia. The Company has entered into an agreement to sell all of its natural gas utility operations in South Carolina.
The Company also transports naturalgas for others through its distribution system.

General in f ormat ion
ATMOS ENERGY CP
Three Lincoln Centre, 5430 Lbs Freeway
Suite 1800
Dallas, TX 75240
Phone: 972 934-9227
Fax: 972 855-3040
Web: www.atmosenergy,com
fmaill InvestorRelations@atmosenergy.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

A T M O S  E N E R G Y CP denysE)

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

INV£$TllENT' R£5EARCM
Fmven Hating; Resewcl: &~9acnl1w1en#nians

September
12/31 /07
05/07/2008

UTlL-GAS DISTR
Utilities

25.78

33.47

23.87

0.76

491 ,138.56

30.29

[RTO J 80-Dag Closing Pr ices ¢ ~2s.5

2s.o

26.5

271

27.5

26.0

Page l of 2

42:58 ET

az-11-os as-07-as'

% Price Change

4 Week

12 Week

YTD

-6.29

-4.09

-8.06

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

-3.54

8.85

4.38

89.96

2,319.12

Dividend Information

Dividend Yield

AnnualDividend

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

5.04%

S1 .30

0.71

0.05

02/21/2008 / $0.32

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

6.61

05/17/1994

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Term EPS Growth Rate

Next EPS Report Date

1 .38

1 .99

4.60

05/07/2008

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.11
2.11
2.00
2.00

Fundamental Ratios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

EPS Growth

t2.95 vs. Previous Year

14.09 vs. Previous Quarter

2.82

Sales Growth

-15.46% vs. Previous Year

2,150.00% vs, Previous Quarter:

3.42%

65.41 %

httpz//www.zacks.com/research/print.php'?type=report&t=ATO

A
A ZAC KS
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ROE ROA

1. 14 12/31/07

6. 18 09/30/07

0.39 06/30/07

8. 14 12/31/07

8.64 09/30/07

10.30 06/30/07

2.67

2.81

3.24

Quick Ratio Operating Margin

1 .14 12/31/07

1 .16 09/30/07

1 .22 06/30/07

0.72 12/31/07

0.60 09/30/07

0.80 06/30/07

2.74

2.89

3.32

Pre-Tax Margin Book Value

4.22 12/31/07

4.45 09/30/07

5.05 06/30/07

4.22 12!3'§/07
4.45 09/30/07

5.05 06/30/07

22.62

22.05

22.39

Debt~to~Equity Debt to Captiai

Price Ratios

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

12/31/07

09/30/07

06/30/07

Net Margin

12/31 /07

09/30/07

06/30/07

Inventory Turnover

12/31 /07

09/30/07

06/30/07

9.87 12/31/07

9.98 09/30/07

10.11 06/30/07

1.05 12/31/07

1.08 09/30/07

1 .07 06/30/07

51.11
51.96
51.68

http://www.zacks.com/research/print.php?type=report&t=ATO 3/10/2008
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(1 .03%) V o L  5 9 ,2 0 0

The Laclede Group, Inc. is a  publ ic u ti l i ty engaged in the retail distr ibution and transpor ta tion o f natural gas. The
Company, which i s  sub ject  to the jurisdiction of the  Missour i Public Serv ice  Commiss ion ,  se rves the City of St. Louis,
St. Lou is County, the  Ci ty o f S t. Char les, S t. Char les County, the town of Arno ld , and par ts o f Franklin, Jefferson, S t .
Franco is, S te . Genevieve. Iron, Madison and Butle r  Counties, all in Missouri.

G e n e r a l  i n f o r m a t i o n
L A C L E D E  G R P  I N C
720  o l i ve  S tree t
S t .  Lou is ,  MO 63101
Phone : 314-342-0500
Fa x :  .
Web :  www.the lac ledeg roup .com
E ma i l :  mku l lma n @ la d e d e g a s .co m

Industry
Secto r :

Fisca l  Year  End
Last Repor ted  Quar te r
Next  EPS Da te

L A C L E D E  G R O U P  I N C  ( N Y S E )

P r i c e  a n d  V o l u m e  i n f o r m a t i o n

Zacks Rank

Yeste rday 's Close

52  Week H igh

5 2  We e k L o w

20  Day Moving  Average

Targe t  P r ice  Consensus

Beta

S e p t e m b e r
1 2 / 3 1 / 0 7
0 4 / 2 5 / 2 0 0 8

U T 1 L - G A S  D i S T R
Ut i l i t i e s

33.95
35.72
28.84
0.79

148,388.95
N/A

0 .35

02-11-$8

2 [LG J 30-bw C Los in Pr ice: .36. o

ss.s

35.0

Page 1 of 2

12:69 ET

% P r ic e  Cha nge

4  Week

% Price  Change Relat ive  to S8»P 500
4 W e e k 5 . 3 5

1 4 . 4 4

1 2 . 5 7
12  Week

Y T D

2 . 3 5

0 . 8 3

- 0 . 8 5

1 2  W e e k

Y T D

21 .79

7 3 9 . 7 4

Div ide nd  In f orma t ion

Dividend  Y ie ld

Annua l  D iv idend

P ayou t  Ra t io

Change  in  Payou t Ra t io

4 . 4 2 %

$1  .50

0 . 6 3

- 0 . 0 7

0 3 / 0 7 / 2 0 0 8  /  $ 0 . 3 8

S hare  In format ion

Shares Ou tstand ing
(mi l l ions)
Market Capi ta l iza tion
(mi l l ions)

Shor t Ratio

Last Spl i t  Date

11 .60

0 3 / 0 8 / 1 9 9 4 Last D iv idend  Payou t /  Amoun t

0 . 9 4

2 . 2 8

3 . 0 0

3 . 0 0

3 . 0 0

3 . 0 0

E P S  I n f o r m a t i o n

Cur ren t Quar te r  EPS Consensus Est imate

Cur ren t  yea r  EPS  Consensus Est ima te

Est ima ted  Long -Tenn  EPS  Growth  Ra te

Next EPS Repor t  Da te 0 4 / 2 5 / 2 0 0 8

C o n s e n s u s R e c o m m e n d a t i o n s

Cur ren t (1=Strong  Buy, 5=Strong  Se l l )

3 0  Da ys  A g o

6 0  Da ys  A g o

9 0  Da ys  A g o

F u n d a m e n t a l  R a t i o s

1 4 . 8 9

1 4 . 1 5

EPS Groff
vs. Previous Year
vs. Previous Quarter

8 . 9 9 %

3 ,  1 3 3 . 3 3 %

S a le s  Growt h

vs. P revious Year

vs. P revious Quar te r :

0 . 3 3 %

6 7 . 4 6 %

P /E

Cur ren t FY  Est imate ;

Tra i l ing  12  Months:

PEG Ra t io

R O E R O AP r i c e  R a t i o s

Pr ice /Book 1 .67 12/31/07 1 1 . 9 1 12 /31 /07 3 . 2 0

http:// .zacks.com/research/print.php'?type=report8ct=LG 3/10/2008
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Zacks.com Page 2 off

Price/Cash Flow

Price I Sales

8.34 09/30/07

0.37 06/30/07

11 .64 09/30/07

11 .48 06/30/07

3.12

3.07

Current Ratio Quick Ratio Operating Margin

12/31/G7

09/30/07

G6/30/'07

1.02 '12/31/07

0.99 09/30/07

1.09 06/30/07

0.73 12/31/07

0.64 09/30/07

0.84 06/30/07

2.55

2.46

2.46

Net Margin Pre-Tax Margin Book Value

'42/31/07

09/30/07

06/30/07

3.84 12/31/07

3.70 09/30/07

3.73 06/30/07

3.84 12/31/07

3.70 09/30/07

3.73 06/30/07

20.32

19.80

20.13

Inventory Turnover Debt-to-Equity Debt to Captial

12/31/07

09/30/07

06/30/07

13.60 12/31/07

12.85 09/30/07

12.81 06/30/07

0.81 12/31/07

0.83 09/30/07

0.82 06/30/07

44.63

45.32

45.02

http://www.zacks.com/research/print.php?type=report&t=LG 3/10/2008
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(0.30%) ...... Vol. 341,691

Nicor Inc. is a holding company and is a member of the Standard & Poor's 500 Index. Its primary business is Nicor
Gas, one of the nation's largest natural gas distribution companies. Nicorowns Tropical Shipping, a containerized
shipping business sewing the Caribbean region and the Bahamas. In addition, the company owns and has an equity
interest in several energy-related businesses.

General information
NICOR INC
1844 Ferry Road
Naperville, lL 60563-9600
Phone: 630 305-9500
Fax: 630 983-9328
Web: www.nicor.com
Email: None

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

NICOR INC (nysEl

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

Beta

prawn t idings, lI1es¢a'ch&l4le4:n4nmends4*iozrs
£i\¢VES¥¥d*3\lT ¥¥£.i XKRCI4
ZAC KS

33.11

December
12/31 /07
04/25/2008

UTIL-GAS DISTR
Utilities

AS
33.01

53.66

32.74

0.91

865,557.50

43.33

»0.10

[GAS J 30-Dag C losing Pl* ice: x .4n.0

39.0

Page 1 of 2

13'00 ET'

$2-11-U8 a3-07-a8.

% Price Change

4 Week

% Price Change Relative to S&P 500

4 Week

12 Week 12 Week

YTD

-12.79
-11.87
-11.51YTD

-15.27

-22.35

-22.05

45.13

Dividend Information

Dividend Yield

Annual Dividend

1,489.91 Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

5.63%

$1 .86

0.65

_0.11

12/27/2007 1 $0.47

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

8.36

04/27/1993

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

0.71

2.64

4.00

04/25/2008

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

3.20

2.80

2.75

2.75Next EPS Report Date

Fundamental Ratios

PIE

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

12.48

11.50

3.12

EPS Growth

vs. Previous Year

vs. Previous Quarter

-5,43°/o
281 .25%

Sales Growth

vs. Previous Year

vs. Previous Quarter:

9.70%

15118%

ROE ROAPrice Ratios

Price/Book 1 .58 12/31/07 14.12 12/3t/07 3.21

GAS

http://www.zacks.com/research/print.php?type=report8ct=GAS

A

3/10/2008
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PricelCash Flow

Price / Sales

4.73 09/30/07

0.47 06/30/07

14.71 09/30/07

1481 06/30/07

3.31

3.29

Current Ratio Quick Ratio Operating Margin

12/31/07

09/30/07

06/30/07

0.80 12/31/07

0.73 09/30f07

0.79 06/30/07

0.68 12/31/07

0.48 09/30/07

0.74 06/30/07

4.09

4.29

4.24

Net Margin Pre-Tax Margin Book Value

12131/07

09/30/07

G6/30/07

5.80 12/31/07

6.05 09/30/07

6.35 06/30/07

5.80 12/31/07

6.05 09/30/07

6.35 06/30/07

20.95

20.15

20.35

Inventory Turnover Debt-to-Equity Debt to Captial

12/31/07

09/30/07

06/30/07

22.95 12/31/07

18.26 09/30/07

19.79 06/30/07

0.45 12/31/07

0.47 09/30/07

0.54 06/30/07

30.89

31.73

35.18

http://www.zacks.com/research/print.php?type=report&t=GAS 3/10/2008
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N O R T H W E S T  N A T GAS denysE)

Zacks.com

General  informat ion
NORTHW EST NAT G
220 N,W. Second Avenue
Portland. OR 97209
Phone: 503 226-4211
Fax: 503273-4824
Web: .nwnatural.wm
Email: Bob.Hess@nwnatural.com

(0.52%) Vol. 119,600

NW Natural is principally engaged in the distributionof natural gas.The Oregon Public Utility Commission (OPUC)
has allocated toNW Natural as its exclusive service area a major portion of western Oregon, including the Portland
metropolitan area, most of the fertile Willamette Valley and the coastal area from Astoria to Coos Bay. NW Natural
also holds certificates from the Washington Utilities and TransportationCommission (WUTC) granting it excusive
rights to serve portions of three Washington counties bordering the Columbia River.

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume Information

Zacks Rank

Yesterday's Close

62 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

uuvesrwewr nzsenncn
Pmwta Haffnga 8¢swc!1&meanr:wweuzdalfaas

.A ZAC K

42.23

December
12/31107
04/24/2008

UTIL-GAS DISTR
Utilities

42.01

52.85

40.98

0.77

317,889.84

52.25

A 0.22

[NWN3 30-Das CLosin P r  i ns
.~ , , . ~4~a.n

4690

45.0

48.n

47:0

44.o

Page 1 of 2

13:02 ET

$2-11-08

% Price Change

4 Week

12 Week

YTD

-1156

-10.94

~13.67

% Price Change Relative to S&P 500

4 Week

12 Week

YTD

-8.96

1.08

-1.99

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend Information

Dividend Yield

Annual Dividend

1 ,109,40 Payout Ratio

11.06 Change in Payout Ratio

09/09/1996 Last Dividend Payout ! Amount

26.41 3.57%

$1 .50

0.54

-0.11

01/29/2008 / $0.38

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Temw EPS Growth Rate

Next EPS Report Date

1 .69

2.60

5.30

04/24/2008

Consensus Recommendations

Current (1=Strong Buy, 5=Strorxg Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.25

2.25

2.43

2.43

EPS Growth Sales Growth

Fundamental Ratios

P/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

16. 15 vs. Previous Year

15.22 vs. Previous Quarter

3.08

2.75% vs. Previous Year

609.09% vs. Previous Quarter:

-1 .57%

166.90%

Price Ratios ROE ROA

http:// .zacks.com/research/print.php?type=1°epo1t&t=NWN
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PricelBook

Price/Cash Flow

Price / Sales

1 .87 '12/31/07

7.78 09/30/07

1 .07 06/30/07

12.24 12131/07

12.35 09/30/07

11.69 06/30/07

3.93

3.92

3.77

Current Ratio Quick Ratio Operating Margin

12/31/07

09/30/07

06/30/07

0.71 12/31/07

0.69 09/30/07

0.76 06/30/07

0.50 12/31107

0.39 09/30/07

0.47 06/30/07

7.21

7.21

6.91

Net Margin Pre-Tax Margin Book Value

12/31/07

09/30107

06/30/07

11 .47 12131/07

11 .43 09/30/07

10.96 06/30/07

11.47 12/31/07

11 .43 09/30/07

10.96 06/30/07

22.48

22.01

22.61

Inventory Turnover Debt-to-Equity Debt to Captial

12/31/07

09/30/07

06/30/07

9.07 12/31/07

9.62 09/30/07

9. 10 06/30/07

0.86 12/31/07

0.88 09/30/07

0.85 06/30/07

46.28

46.67

45.86

http://www.zacks_com/research/print.php?type=repo11&t=NWN 3/10/2008
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P N Y 25.96 . 1 5 9 (6.52%) Vo l .  568 , 900

Piedmont Natural Gas Co, Inc. ,  is  an energy and serv ices company engaged in the t ransportat ion and sale of  natural
gas and the sale of  propane to resident ial,  commercial and industrial customers in North Carolina,  South Carolina
and Tennessee.  The Corrpany is  the second-largest  natural gas ut i l i ty  in the southeast .  The Company and its  non-
ut i l i ty  subsidiaries and div is ions are also engaged in acquiring,  market ing and arranging for the t ransportat ion and
storage of  natural gas for large-volume purchasers,  and in the sale of  propane to customers in the Company's three~
state service area.

G e n e r a l I n f o r m a t i o n
P I E D M O N T  N A T  G A
4720 Piedmont  Row Drive
Charlot te,  NC 28210
Phone:  704 364-3120
Fax:  704 364-1395
Web: p i e d m o n m g w m
Emai l ;  margaret .gr iWth@piedmontng.wm

Industry
Sector:

F iscal Year End
Last  Reported Quarter
Next  EPS Date

P I E D M O N T  N A T G A S  C O  ( N Y S E )

P r i c e a n d  V o l u m e i n f o r m a t i o n

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target  Price Consensus

H~.V>E"§'§'!¢!£.H¥' m°a':»-:=»:cH
AC KS

O c t o b e r
01 /31 /08
0 3 / 1 1 / 2 0 0 8

U T I L - G A S  D I S T R
Ut i l i t ies

2 4 . 3 7

2 7 . 9 8

2 2 . 0 0

0 . 6 0

351 ,083.91

2 8 , 3 3

EPNYJ 30~Dn~¢ Closing Pr ins .26.0
25.8

25.2

2596
2s.4

25.0
24.8

4 r ,»_<

Page 1 of 2

84:05 ET

02-11-0s ¢ 3 -0 7 -0 8.

% Pr i c e C h an g e

4 Week

12 Week

Y T D

- 1 . 9 7

- 5 . 8 3

- 6 . 84

% Price Change Relative to S&P 500

4 W eek

12 Week

Y T D

3 . 0 9

6 . 9 2

5 . 9 4

Share Information
Shares Outstanding
(mil l ions)
Market Capitalizat ion
(mil l ions)

Short  Rat io

Last Split  Date

D i v i d e n d  i n f o r m a t i o n

73 . 28  D i v i dend  Y ie l d

Annual Div idend

1 , 7 8 5 . 7 6  P a y o u t  R a t i o

18 . 46  C hange  in  Pay ou t  R a t io

11 /01 /2004 Las t  D iv idend Payout  /  Amount

4 .  10%

$1 .00

0 . 0 0

0 . 0 0

1 2 / 2 0 / 2 0 0 7  /  $ 0 . 2 5

E P S  i n f o r m a t i o n

Current  Quarter EPS Consensus Est imate

Current  Year EPS Consensus Est imate

Est imated Long-Term EPS Growth Rate

Next  EPS Report  Date

0 . 9 7

1 . 5 0

5 . 5 0

0 3 / 1 1 / 2 0 0 8

C o n s e n s u s  R e c o m m e n d a t i o n s

Current  (1=Strong Buy,  5=Strong Sel l)

30 Days Ago

60 Days  Ago

90 Days  Ago

2 . 5 0

2 . 5 0

2 . 8 0

2 . 8 0

EPS Gr o wth

F u n d a m e n t a l R a t i o s

P I E

Current  FY Est imate:

Trail ing 12 Months:

PEG Rat io

16 . 23  v s .  P rev ious  Year

1 7 . 4 1 vs.  Previous Quarter

2 . 9 5

Sales Growth

- 37 . 50% v s .  P r ev i ous  Yea r

8 . 33% v s .  P rev ious  Quar t e r :

-1  . 48%

2 3 . 8 8 %

http://www.zacks.com/research/print.php?type=1°epo1t&t=PNY 3/11/2008
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ROE ROA

- 01/31/08

11.55 10/31/07

11.77 07/31/07

3.76

3.86

Operating Margin

2.06 01/31/08

9.13 10/31/07

_ 07/31/07

Quick Ratio

.. 01/31/08

1.03 10/31/07

1.23 07/31/07

_ 01/31/08

0.67 10/31/07

0.81 07/31/07

6.10

6.21

Pre-Tax Margin Book Value

- 0w3w08

9.93 10/31/07

10.69 07/31/07

- 01/31/08

9.93 10/31/07

10.69 07/31/07

11.86

12.18

Debt-to-Equity Debt to Captial

Price Ratios

Price/Boc>k

Price/Cash Flow

Price / Sames

Curran! Ratio

01/31/08

10/31/07

07/31/07

Net Margin

01/31/08

10/31/07

07/31/07

Inventory Turnover

01/31/08

10/31/07

07/31/07

_ 01/31/08

8.44 10/31/07

8.46 07/31/07

- 01/31/08

0.94 10/31/07

0.92 07/31/07

48.43

47.81

http://www.zacks.com/research/print.php?type=report8ct=PNY 3/11/2008
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General information
SOUTH JERSEY IN
1 South Jersey Plaza
Folsom, NJ 08037
Phone: 609 561 -9000
Fax: 609 561-8225
Web: wvvw.sjindust:ies.com
Email: investolTelations@sjindustries.oom

SJ¥ 32.59 » 0.25 (0.77%) Vol. 277,700

South Jersey Ends Inc. is engaged in the business of operating, through subsidiaries, various business enterprises.
The company's most significant subsidiary is SouthJersey Gas Company (SJG). SJG is a publicutility company
engaged in the purchase, transmission and sale of natural gas for residential, commercial and industrial use.SJG
also makes off-system sales of natural gas on a wholesale basis to various customers on the interstate pipeline
system and transports natural gas.

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

S OUT H JE R S E Y  IND ( ny sE l

Price and Volume informat ion

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

ENVIESTIJEHT sreseancu
PapenRating; Resnreh&l'leaanmm#l¥ians

ZAC K

December
12/31 /O7
05/06/2008

UTlL~GAS DISTR
Utilities

32.34

41.27

31 .20

0.71

178,990.50

41.67

[SJ I] 30-Dos C Los in P r  i t s .27.5

:¢a.o

$7.0
86.5

35:5
ss.o
34.s
34.0
33.5
ss.o
82.5

Page 1 of 2

44:10 ET

az-11-as as-07-os

% Price Change

4 Week

12 Week

YTD

~7.65

-7.23

-10,39

% Price Change Relative to S&P sao

4 Week

12 Week

YTD

-2.88

5.34

2.61

Share information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend Information

29.62 Dividend Yield

Annual Dividend

958.04 Payout Ratio

15.35 Change in Payout Ratio

07/01 /2005 Last Dividend Payout/ Amount

3.34%

$1 .08

0.63

0.09

03/06/2008 / $0.27

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Term EPS Growth Rate

Next EPS Report Date

0.91

2.17

7.50

05/06/2008

Consensus  Recommendat ions

Current (1=Strong Buy, 5=Stror\g Sell)

30 Days Ago

60 Days Ago

90 Days Ago

1 .67

1,67

2.00

1.80

EPS Growth

Fundamental Rat ios

P/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

14.93 vs. Previous Year

18.91 vs. Previous Quarter

1 .99

Sales Growth

-8.70% vs. Previous Year

1,360.00% vs. Previous Quarter:

3.88%

66.46%

Price Ratios ROE ROA

http://www.zacks.com/research/print.php?type=report&t=SJI

A s
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Zacks.com Page 2 off

Price/Book

PriceiCash Flow

Price / Sales

10.82 12/31/07

11 .31 09/30/07

12.44 G6/30!07

3.38

3.44

3.71

Current Ratio Operating Margin

12/31/07

09/30/07

06/30/07

0 5 1 12/3-1/07

0.47 09/30/07

0.54 06/30/07

5.30

5.52

6.09

Net Margin Book Value

12/31 /07

09/30/07

06/30/07

10.96 12/31/07

6.32 09/30/07

7.70 06/30/07

16.27

16.00

18.05

Inventory Turnover Debt to Captial

12/31/07

G9/30/07

06/30/07

1.99 12/31/07

10.10 09/30/07

1.00 06/30/07

Quick Ratio

1.00 12/31/07

0.94 09/30/07

0.97 06/30/07

Pre-Tax Margin

10.96 12/31/07

6.32 09/30/07

7.70 06/30/07

Debt-to-Equity

5.72 12/31/07

3.19 09/30/07

3.09 06/30/07

0.74 12/31/07

0.76 09/30/07

0.76 06/30/07

42.69

43.14

43.22

http://www.zacks.com/research/print.php?type==repo11&t=SJI 3/11/2008
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WGL 31,15 .as 0.37 (1.20%) Vol. 644,700

WASHINGTON GAS LIGHT CO is a public utility thatdelivers and sells natural gas to metropolitan Washington,
D.C. and adjoining areas in Maryland and Virginia. A distribution subsidiary serves portions of Virginia and West
Virginia. The Company has four wholly-ownedactive subsidiaries that include: Shenandoah Gas Company
(Shenandoah) is engaged in the delivery and sale of natural gas at retail in the Shenandoah Valley, including
Winchester, Middletown, Strasburg, Stephen City and New Market, Virginia, and Martinsburg, West Virginia.

General In f ormat ion
WGL HLDGS INC
101 Constitution Ave, N.W
Washington, DC 20080
Phone: 703 750-2000
Fax: 703 750-4828
Web: www.wglholdings.com
Email madams@washgas.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

WGL HOLDINGS INC (NY SE)

Price and Volume in f ormat ion

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

vtevesrweuv ReseAnc:»4
puma Ratings, ResearcI:&.'lecammendaAfaus

September
12/31 /07
04/24/2008

UTIL-GAS DISTR
Utilities

30.78

35.91

29,79

0.73

615,432.81

35.25

,»
8re¢ [HGL J $0-Das C Los ir-9 Pr ices

SI

. y .s4.n

ss.o

s s . s

32. 5

$1.5

81.0

32 »

Page 1 off

'33'67 ET

02-11-08

% Price Change

4 Week

12 Week

YTD

-4.44

-4.44

-6.04

% Price Change Relative to S8~P 500

4 Week

12 Week

YTD

-1 ,64

8.46

6.67

49.46

1 ,522.50

Dividend information

Dividend Yield

Annual Dividend

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

4.45%

$1 .37

0.64

-0.05

01/08/2008 / $0.34

Share Information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

6.93

05/02/1995

EPS information

Current Quarter EPS Consensus Estimate

Current year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

1 .41

2.35

4.00

04/24/2008

Consensus Recommendations

CulTent (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.20

2.60

2.50

2.50

Fundamental Rat ios

Sales GrowthP/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

13.09

14.38

3.27

EPS Grof f

vs. Previous Year

vs. Previous Quarter

4.35% vs. Previous Year

409.68% vs. Previous Quarter:

2.55%

130. 78%

Price Ratios ROE ROA

http://www.zacks.com/research/print.php?type=report&t=WGL 3/10/2008
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Price/Book

Price/Cash Flow

Price / Sames

10.53 12/31/07

10.41 09/30/07

ti .26 06/30/07

3.41

3.42

3.72

Current Ratio Operating Margin

12/31/07

09/30/07

06/30/07

1 .50 12/31/07

7.55 09/30/07

0.57 06/30/07

Quick Ratio

0.88 12/31/07

1 .03 09/30/07

1 .15 06/30/07

- 12/31/07

0.47 09/30/07

0.72 06/30/07

3.96

3.89

4.15

Net Margin Pre-Tax Margin Book Value

12/31/07

09/30/07

06/30107

6.81 12/31/07

6.73 09/30/07

7.27 06/30/07

6.81 12/31/07

6.73 09/30/07

7.27 06/30/07

20.49

19.89

20.50

Inventory Turnover Debt-to-Equity Debt Io Captial

12/31/07

09/30/07

06/30/07

9.33 12/31/07

8.69 09/30/07

12.06 06/30/07

0.59 12/31/07

0.63 09/30/07

0.60 06/30/07

36.30

37.92

36.86

http://www.zacks.com/research/print.php?type=Teport&t=WGL 3/10/2008
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Treasury Security Yield Curve
6.00%

5.00%

4.00%

3.00%

2.00%

1.00%

3010
. /-»

OOO° 3 6 1 2 3 5
Mos. Years

I

MARCH 28 2008

1

v AI.. U E I..I E SE LE CTI O N & OPI I O N PA G E 4 2 1 7

Selected Yields

Recent
(3/19/08)

3 Months
Ago

(12/19/07)

Year
Ago

(3/21/07)
Recent

(3/19/08)

3 Months
Ago

(12/19/07)

Year
Aga

(3/21/07)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1/P1)
3-month LIBOR

2.50
2.25
5.25
2.65
2.60

4.75
4.25
7.25
5.59
4.91

6.25
5.25
8.25
5.24
5.35

4,70
4.96
4.62
5.07

542
5.62
5.4II
5.46

5.53
5.60
550
5.60

Bank CDs 5.89
5.87
5.96
6.14

6.01
5.99
6.14
6.24

5.40
5.68
5.86
6.01

2.15
2.16
3.12

2.82
3.45
374

3.26
3.87
3.92

Mortgage-Backed Securities
GNMA 65%
FHLMC 6.5% (Gold)
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (lO~year) A
Industrial (25/30-year) A
Utility (25/30-year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada 3.45

3.76
1.28
4.3-1

3.99
4.28
1 .49
4.68

4.08
3,93
1.57
4.83

B-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected)
30-year
30-year Zero

0 . 5 6
1 .20
1 .40
2 .3 0
3 .3 3
0 . 9 0
4 ,21
4 .3 5

2 .8 9
3.31
3.31
3 .4 3
4 .0 3
1 .71
4 .4 5
4 .4 7

5 .0 3
5 .0 7
4 .9 4
4 .4 3
4 .5 4
2 .1 2
4 .7 2
4 .6 8

Germany
Japan
United Kingdom
Preferred Stocks
Utility A
Financial A
Financial Aqjustabie A

6.34
7.91
5.47

6.33
8.18
5.47

6.08
6.44
5.47

TAX-EXEMPT
Bond Buyer Indexes
20~Bond Index (GOs) 4.94
25-Bond Index (Revs) 5.15
General Obligation Bands (GOs)

4.46
4.79

4.13
4.38

'I-year Aaa
1-year A
5-year Ala
5-year A
10-year Ala
'lO-year A
25/30-year Ala

1 .80
1 . 9 o
2 . 87
3 . 17
3 . 73
4 . 0 2
4 , 9 2
5 . 0 5

2 8 5
2 . 9 0
3 . t 9
3 . 4 9
3 . 6 2
3 . 9 1
4 . 3 3
4 . 4 4

3 . 5 4
3 . 6 4
3 . 5 1
3 . 8 0
3 . 6 5
3 . 9 5
4 . 0 0
4 . 3 025/30-year A

Revenue Bonds (Revs) (25/30-Year)
Education AA 5.1 O
Electric AA 5.10
Housing AA 5.40
Hospital AA 5.50
Toll Road Ala 5.10

4.50
4.50
4.80
4.75
4.60

4.33
4.30
4.55
4.57
4.40

Federal Reserve Data

BANK RESERVES
(T w o-W eek  Per iod ,  in  M i l l i ons ,  N ot  Seas ona l l y  Ac y us t ed)

Recent Levels

2/27/08 Change
-386

33
_41 g

Average Levels Over the Last...

12 Wks. 26 Wks. 52 Wks.
1655 1840 1883
1634 1181 736

21 459 1147

Excess Reserves
Bor rowed Reserves
Net  F ree/Borrowed Reserves

3/12/08
1413
231

1182

1799
198

1601

Growth

3 Mos.

Rates Over the Last...

6 Mos. 12 Mos.
M I  (C ur ran< ; y +dem and depos i t s )
MY (M I  +sav ings+smal l  t ime depos i t s )

M O N E Y SUPPLY
(One-W eek  Per iod ,  i n  B i l l i ons ,  Seas ona l l y  Ad jus t ed)

RecentLevels

2/25/08
1367 .8
7630.3

3/ 3 / 08
1391 .8
7644.7

Change
2 4 0
14.4

6.1%
12.2%

-0 .4%
8. 3%

1 . 6 %
7. 3%

©2008, Value Line Publishing, Inc. All rights reserved. Factual material is Qblained from sources believed to be reliable and is provided without warranties of any kind. THE PUBLISHER
IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscribers own, non-commercial, internal use.
resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication,

Nu part of it may be reproduced,
service or product. I
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Treasury Security Yield Curve
6.00%

5.00% -

4.00%

3.00%

2.00%

3010
1.0 /0°°3 s 1 2 3 5

Mos. Years

|
1

MARCH 2 1 2008 VALUE LINE SELECTION & OPINION PAGE 4 2 2 g
9

Selected Yields

Refen r
(3/12/08)

3 Months
Ago

(12/12/07)

Year
Aga

(3/14/07)

Recent
(3/12/08)

3 Months
Ago

(72/12/07)

Year
Ago

(3/14/07)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1lP1 )
3-month LIBOR
Bank CDs

3.50
3.00
6.00
2.84
2.85

4.75
4.25
7.25
5.10
5.06

6.25
5.25
8.25
5.25
5.35

5.02
5.04
4.94
5,07

5.54
5.67
5 5 3
5.46

5.59
5.66
5 5 7
5.60

2.17
2.17
3.16

2.82
3.45
3.74

3.20
3.80
3.91

6.05
6.07
6.08
6.27

6.26
6.15
6.25
6.35

5.40
5.65
5 8 5
5.99

3.53
3.77
1.35
4,42
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1 INTRODUCTION

2

3

4

5

Please state your name, occupation, and business address.

My Name is William A. Rigsby. I am a Public Utilities Analyst V employed

by the Residential Utility Consumer Off ice ("RUCO") located at 1110 W.

Washington, Suite 220, Phoenix, Arizona 85007.

6

7

8

Have you filed any previous testimony in this proceeding?

Yes. On March 28, 2008, I f iled direct testimony on the cost of  capital

9 issues that are associated with this case.

10

11

12

13

14

15

What are your educational and professional qualifications in the field of

utility regulation?

Appendix I, which is attached to my direct testimony on cost of capital

describes my educational background and includes a list of the rate case

and regulatory matters in which l have participated.

16

17

18

19

20

21

22

23

Didn't you state in your direct testimony, filed on March 28, 2008, that you

would only be testifying on the cost of  capital issues associated with

SWG's filing?

Yes I did. However, circumstances that have occurred since the f iling of

my direct testimony have made it necessary for me to serve as RUCO's

witness on the revenue decoupling, weather normalizat ion, and rate

design change issues described above.

A.

Q.

A.

Q.

A.

Q.

A.

Q.

1
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1

2

3

4

5

6

7

8

g

10

11

12

Please state the purpose of your testimony.

Th e  p u rp o se  o f  my  t e s t imo n y  i s  t o  p re se n t  RUCO's  p o s i t i o n s  o n

Southwest  Gas Corporat ion 's ("SW G" or "Company") requests for a

decoupl ing mechanism that  would  guarantee Company-recovery o f

margins lost due to conservation, and a decoupling mechanism that would

true-up margins lost or gained due to variations in weather. I will also

address the Company's proposal to shift residential revenue recovery from

variable to f ixed rates. SWG requested these proposed mechanisms and

rate design changes in the Company's application for a permanent rate

increase ("Application"), which was f iled with the Arizona Corporation

Commission ("ACC" or "Commission") on August 31, 2007. SW G has

ch o se n  t h e  p e r io d  e n d e d  Ap r i l  3 0 ,  2 0 0 7  f o r  t h e  t e s t  ye a r  in  t h i s

13 proceeding.

14

15

16

Will you also be sponsoring RUCO's recommended rate design for SWG?

Partially. The "nuts and bolts" of RUCO's recommended rate design will

17 be presented in the testimony of RUCO witness Rodney L. Moore. Tvir.

18

19

20

Moore previously f i led direct testimony on the rate base and revenue

requirement issues associated with SWG's Application. I will address the

policy considerations that shaped RUCO's recommended rate design.

21

22

23

A.

Q.

A.

Q.
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1 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

2

3

4

5

6

7

8

g

Briefly summarize how your direct testimony is organized.

My direct testimony is organized into five sections. First, the introduction I

have just presented and second, the summary of my testimony that I am

about to give. Third, I will present RUCO's position on SWG's request

concerning a revenue decoupling mechanism. Fourth, I will address the

Company-proposed decoupling mechanism that would true-up margins

lost or gained due to variations in weather. Finally, I will present RUCO's

position on SWG's proposal to shift residential revenue recovery from

10 variable to fixed rates.

11

12

13

14

15

16

Revenue Decoupling Adjustment Provision - I am recommending that the

Commission reject SWG's proposed revenue adjustment provision. It is

RUCO's position that the Company-proposed revenue adjustment

provision would be counterproductive to conservation in that it will dilute

the price message a customer receives when they reduce their demand.

17

18

to

20

21

22

23

Weather Normalization Adjustment Provision - I am recommending that

the Commission reject SWG's proposed weather normalization adjustment

provision based on findings obtained during meetings, pursuant to

Decision No. 68487, which focused on the issue of decoupling.

Shift Residential Revenue Recovery from Variable to Fixed Rates - I am

recommending that the Commission adopt RUCO's recommended rate

A.

Q.

3
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1

2

3

4

5

6

design (presented in the testimony of RUCO witness Rodney L. Moore).

This rate design largely mirrors the Company-proposed rate design (that

was based on SWG's cost of service study), and provides a positive move

to mitigate the Company's risk of not recovering its authorized revenue

requirement by placing more cost recovery into basic customer charge,

while still retaining a conservation signal to consumers.

7

8 REVENUE DECOUPLING ADJUSTMENT PROVISION

9

10

11

12 SWG

13

14

15

What is the revenue decoupling adjustment provision?

The revenue decoupling adjustment provision ("RDAP") is a rate design

mechanism that would allow SWG to recover any margins that the

Company would lose as a result of customer conservation.

complains that traditional rate designs do not allow the Company to

recover all of its fixed costs when customer usage declines as a result of

conservation. SWG further argues that if an RDAP is authorized it will

16

17

"decouple" its incentive to promote conservation from its ability to realize

its authorized margins.

18

19

r

20

A.

Q.

A

Q. Has this been a problem for SWG?

SWG argues that its inability to recover is authorized margins due to

declining average customer usage has been a big problem. In support of

this position the Company has prepared an exhibit (JLC-1) that shows that
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1

2

average usage has declined f rom 556 terms in 1986, to 332 terms in

2007.

3

4

5

6

7

Does this mean that SWG is currently losing the margin on 224 terms per

customer, representing the decline in average usage from 1986 until now?

No. The Company's Exhibit JLC-1 and its testimony on this issue is

somewhat deceiving, and SWG is not currently losing 224 terms in

8 margin per customer.

9

10 Please explain.

11

12

Every time SWG has a rate case the Commission resets the bill ing

determinants that are used to set the new rates. Thus, any decline in

13 average consumption is trued-up in rates in the next rate case. This

14

15

means that  when looking at  Exhib i t  JLC-1,  the only potent ia l  under

recovery is the 15 terms lost between the 2004 rate case and the current

16 case. The circumstances are far less dire that the Company would have

17 us believe.

t8

19 isn't the declining average use of terms simply a regulatory lag issue?

20 Yes. Utilit ies operate in a dynamic environment. As a result, during the

21

22

period between rate cases, a utility will experience all sorts of changes.

Inflation will put pressure on costs, revenue will increase due to growth,

23 return requirements will in(de)crease due to plant addi t ions and

A.

A.

A.

Q.

Q.

Q.

5
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1

2

3

4

5

6

7

8

9

10

11

12

13

depreciation of existing plant, revenues may decline or incline depending

on weather, interest rates may rise or fall. The list goes on and on. These

types of changes are normal events that result because of regulatory lag.

Regulatory lag is a two-way street that sometimes favors the utility -

sometimes the ratepayer. The decoupling scheme promoted by SWG is

nothing more than an attempt to mitigate the regulatory lag associated

with declining consumption, yet to ignore other regulatory lag aspects that

favor the Company, such as growth, declining interest rates, depreciating

plant, etc. Approval of the decoupling scheme would result in unfair and

biased rates, as often happens when a utility is allowed to engage in

single issue ratemaking. The dynamics of change should be dealt with as

a whole in the context of a rate case. It is only through the comprehensive

view that is gained through a rate case that fair and balanced rates can be

determined.14

15

16 Has consumption continued to decline at the same rate as it was declining

17

t8

twenty years ago?

No. The rate of decline has leveled off over the last twenty years. From

19

20

1986 through 1996 average consumption declined approximately 26%, yet

from 1996 to 2007 it has declined approximately 19%. This data indicates

that there is a limit to the amount customers can conserve and that this21

22 phenomenon is abating.

23

A.

Q.

6
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1

2

3

Is there adequate justification for such a radical departure from traditional

rate design?

No. In fact, pursuant to Commission instructions in Decision No. 68487,

4 dated February 23, 2006, SWG, RUCO, Staff, and SWEEP met on several

5

6

occasions to  d iscuss innovat ive ra te  des igns  tha t  wou ld promote

RUCO was interested in how much of  SW G's claimedconservation.

7

8

under recoveries of margin historically were related to declining usage and

how much was related to variations in weather. The statistics showed that

9

10

weather was as much responsible for under recoveries of margin as was

conservation, and in some cases more so. Thus, SWG's problem isn't so

11

12

much a continuing conservation problem, as it would have us believe, but

rather variations in weather. SW G's insistent  need for the RDAP to

13

14

15

mitigate the effects of conservation appears to be a red herring used to

just i f y  SW G's desire  to  pass the r isk o f  var ia t ions in  weather f rom

shareholders to ratepayers.

16

17

18

Does RUCO support the proposed RDAP?

RUCO does not support the proposed mechanism, and believes it would

19 result in biased rates. First, the mechanism would require customers to

20 pay for a predetermined level of gas service regardless of whether that

21 level was actually used. Second, despite the Company's argument that

22

23

the mechanism is necessary because its costs are primarily fixed in nature

so that decreases in consumption do not result in decreases in cost to

A.

Q.

A.

Q.

7
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1

2

3

4

serve, the implementation of a mechanism that would have customers pay

the margin on terms they did not consume is not warranted. In fact, a

mechanism that sent such a price signal would be counterproductive when

coupled with increased DSM conservation efforts.

5

6 Does it appear that SWG needs to create additional incentives for

7 customers to conserve?

8 No.

9

Given the declining average gas usage of SWG customers, it

appears that the Company's customers are already motivated to

10 conserve, and/or new equipment and appliances are themselves

11 becoming more efficient over time. The RDAP would be counterproductive

12 to conservation in that it will dilute the price message a customer receives

13 when they reduce their demand.

14

15 is RUCO recommending anyth ing that  addresses revenue losses

16 attributable to conservation in lieu of the Company-proposed RDAP?

17 A. Yes. As I stated earlier in my testimony, RUCO believes that a more

18

19

20

posit ive approach to mitigate the Company's risk of  not recovering its

authorized revenue requirement is by placing slightly more cost recovery

into basic customer charge. This will be discussed in the last section of

21 my testimony.

22

23

A.

Q.

Q.

8
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1 WEATHER NORMALIZATION ADJUSTMENT PROVISION

2 Please describe SWG's proposed weather normalization adjustment

3

4

5

6

provision ("WNAP").

SWG's proposed WNAP is a tariff mechanism that removes weather-

related volatility from the non-gas component of customer bills for each

winter season billing cycle.

7

8

9

Has weather-related volatility been a problem for SWG?

Weather was identified as the real cause for SWG's under-recoveries

10

11

12

(as opposed to conservation) during a series of workshops that were

conducted pursuant to Decision No. 68487. As ordered in Decision No.

68487, RUCO, ACC Staff, SWEEP and SWG met for the purpose of

13

14

seeking rate design alternatives that would truly encourage conservation

ef forts, while a t  t h e  s a m e  t i m e provide bene f i t s  t o  a l l affected

15

16

17

stakeholders. Over the course of the meetings, the Company provided

data, in response to questions f rom RUCO, which yielded a chart that

demonstrated how much margin SWG had lost due to conservation and

18

19

20

21

how much was lost due to weather over a three-year period. The chart

demonstrated that over a three-year period, SWG had under-recovered by

$22.5 million. Of this amount, $4.5 million, or approximately 20 percent

was due to conservation, and $18.1 million, or 80 percent was attributable

22 to weather. In RUCO's opinion, the data was conclusive: the real cause

23 for SWG's under-recoveries was not conservation, but weather. None of

A.

A.

Q.

Q.

9
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1 the actual participants in the meetings disagreed as to the meaning of the

2 data.

3

4

5

6

7

8

9

10

11

Does RUCO support the Company's request for the WNAP as a result of

the findings obtained during the aforementioned meetings that were

conducted pursuant to Decision No. 68487?

No. As stated in a report that RUCO filed with the Commission on July 26,

2007 (Attachment A), once weather was identified as the main source of

the Company's under-recovery, discussions shifted away from decoupling

and began to focus on subjects actually germane to SWG's under-

recovery problem. The discussions included the following topics:

1) The merits of the current ten-year weather normalization for
SWG vs. a weather decoupling mechanism,

2) Debate on stockholders' vs. ratepayers' responsibility to bear
the weather risk,

3) The appropriate price signals that a conservation rate design
should send, and

12
13
14
15
16
17
18
19
2 0
2 1
2 2
2 3
24

4) Potential adjustments to Return on Equity in light of any
mechanism that would shift shareholder risk to ratepayers.

25

Was any consensus reached by the parties during the meetings?

As further stated in RUCO's report, no consensus was ultimately reached

26

27

28

29

between the parties on the relevant topics noted above. However, RUCO

reported that the meetings proved useful in that the parties were able to

identify weather as the true cause of SWG's inabil i ty to recover at

approved levels, and that conservation efforts are of relatively little

10

A.

Q.

A.

Q.

l  l l  l l l
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1

2

signif icance to the under-recovery phenomenon. In that respect,  the

Commiss ion 's  dec is ion  to  ask the  part ies  to  con f er  on  ra te  des ign

3 alternatives was fruitful

4

in  narrowing the necessary scope o f  f u ture

consideration of possible remedies to the Company's earnings problems.

5

6

7

8

9

10

11

to

13

14

15

What is RUCO's position on the merits of the current ten-year weather

normalization for SWG as opposed to a weather decoupling mechanism?

RUCO believes that the ten-year (120 month) average of heating degree

days, to represent normal weather conditions, utilized by SWG to calculate

its weather normalization adjustment may well provide a truer picture of

how weather impacts the Company. A number of states including

Colorado, Connecticut, Indiana, Iowa, Maryland, New Hampshire, Ohio,

Pennsylvania, Tennessee, and Virginia rely on a thirty-year average of

heating degree days to represent normal weather conditions in the

calculation of a weather normalization adjustment. Other states, such as

16

17

Wisconsin, rely on a twenty-year average while Illinois (which typically

relies on thirty-years) and Wyoming have had some experience with a ten-

18 year average.

19

20 Q. Does RUCO believe that it is the stockholders responsibility to bear the

21

22

23

weather risk as opposed to ratepayers?

Yes. W eather is certa in ly one of  the risks that are associated with

investment in a local d istr ibut ion company such as SW G. Informed

A.

Q.

A.

11
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1

2

3

4

investors would have to recognize the fact that earnings could fluctuate as

a result of changes in weather patterns. This type of risk would certainly

be ref lected in the price of the Company's stock and also in the returns

that investors obtain in the form of dividends.

5

6

7

8

g

10

11

What are the appropriate price signals that a conservation rate design

should send to ratepayers?

RUCO bel ieves that for the most part, and whenever practical , a

conservation oriented rate design should clearly send a message to

ratepayers that the more natural gas they use, the higher their bills will be.

RUCO generally supports a rate design that clearly sends this type of

12 Th is  i s  one o f  t he  top ics  tha t  w i l l  be

13

price message to ratepayers.

discussed in the last section of my testimony.

14

15

16

What adjustments to SWG's return on equity is RUCO advocating in the

event of Commission approval of any mechanism that would shift

17

18

shareholder risk to ratepayers?

RUCO bel ieves that  the approval  of  any mechanism that  would shi f t

19

20

21

22

23

A.

Q.

A.

Q.

shareholder  r i sk to  ratepayers,  such as the RDAP and W NAP

mechanisms being proposed by SWG in this proceeding, would certainly

merit a downward adjustment to any recommended return on common

equity. The reason for this is simple: once a decoupling mechanism is put

into place, the risks associated with operating income volatility will shift
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1

2

3

4

from SWG's investors to their ratepayers. That being the case, investors

should not be entitled to a higher return on investment that reflects the

possibility of less than stable earnings due to customer conservation,

weather fluctuations or any other reasons.

5

6 So RUCO is def initely opposed to the implementation of  the Company-

7 proposed WNAP?

Yes.8

9

10

11

12

For the  reasons d iscussed  above ,  RUCO is  opposed to  the

implementation of the WNAP. RUCO further believes, as it did in SWG's

prior rate case that a better method of addressing the Company's under-

earning problem is through RUCO's recommended changes to rate design

that will be discussed in the next section of my testimony.

13

14 SHIFT RESIDENTIAL REVENUE RECOVERY FROM VARIABLE TO FIXED

15 RATES

16

17

18

19

20

21

Briefly summarize the rate design changes that RUCO is recommending

in this proceeding.

RUCO is recommending a rate design that  sl ight ly shif ts resident ia l

revenue recovery f rom variab le  to  f ixed ra tes. The recommended

changes from the Company's current rate design are consistent with the

recommendat ions that RUCO advocated in the prior SW G rate case

22

23

proceeding. RUCO's recommended rate design essentially mirrors the

Company-proposed rate design with the exception of the percentages of

Q.

A.

Q.

A.

13
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1

2

3

total revenues that are being generated by the fixed monthly basic service

charge ("BSC"). RUCO believes that its recommended rate design is a

better alternat ive to the Company-proposed decoupling mechanisms

4 discussed earlier.

5

6 What are the salient features of RUCO's recommended rate design?

7 RUCO's recommended rate design embodies the following four salient

8 features:

9 1)

10

11

12 2)

Provides a positive move to mitigate the Company's risk of

not recovering its authorized revenue requirement by placing

more cost recovery into basic customer charge,

Is consistent with the Company's Cost of  Service Study

13

14 3)

parameters,

Eliminates the two-tier volumetric rates to send appropriate

15

16 4)

17

price signals regarding gas consumption, and

Resets the beginning PGA to zero, by shif t ing all existing

gas costs to base rates.

18

19 Please describe RUCO's first fundamental change to SWG's existing rate

structure

21 A In order to provide a more positive move to mitigate the Company's risk of

not recovering its authorized revenue requirement, RUCO's recommended

rate design places more cost recovery into the f ixed monthly BSC. In

A.

Q.

Q.

14
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1

2

short ,  RUCO has real located some of  the revenue that  the Company

currently recovers from its commodity charges to the fixed monthly BSC.

3

4

5

Please explain how this reallocation was accomplished.

Current ly,  39.61 percent of  the resident ial c lass'  revenue is generated

6 f rom  t he  m on t h l y BSC. RUCO's  recommended ra te  s t ruc ture w i l l

7

8

9

10

11

12

generate 42.50 percent  of  the f ixed res ident ia l  revenue through the

monthly BSC. RUCO also made minor changes to the monthly BSC's of

SWG's other rate classes. For the most part, RUCO's adjustments to the

monthly BSC's  for  the Company's  var ious rate c lasses also have the

effect of decreasing the percentage of revenue to be recovered through

the respective commodity charges for those rate classes.

13

14

15

Why are you recommending a shift in revenue recovery from the

commodity rate to the fixed monthly BSC?

16 As discussed earlier, RUCO opposes the Company-proposed RDAP and

17 VVNAP decoupling mechanisms. However,  th is  is  not  to say that  the

18

19

issues and concerns the Company c ites for want ing these decoupl ing

mechanisms do not have some validity. As RUCO stated in SWG's prior

20

21

22

23

A.

Q.

A.

Q.

rate case proceeding, these concerns include the cont inued decline in

average customer consumption, the relative proport ion between SWG's

f ixed and variable costs to the Company's exis t ing f ixed and variable

rates, and the resultant strain that puts on SWG's opportunity to recover
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1 its authorized rate of return. RUCO's recommended incremental shif t in

2

3

4

5

6

revenue recovery from variable rates (i.e. commodity) to fixed rates (i.e.

the monthly BSC) is designed to move the current rate structure to more

accurately mirror the fixed vs. variable nature of the Company's cost of

service. This shift will afford SWG with a better opportunity to recover its

costs, even if average customer consumption declines. RUCO's

7

8

9

recommended rate structure also more fairly addresses the Company's

fixed vs. variable rate concerns because it applies the remedy to all of the

SWG'scustomers, whereas

10

Company's proposed decoupling

mechanisms would hold residential customers largely responsible for the

11 entire remedy.

12

13 Please describe RUCO's second fundamental recommended change in

14 the Company's rate structure.

15

16

RUCO's recommended rate design is consistent with the Company's Cost

of Service Study parameters. As stated earlier, the rate structure that

17

18

19

20

21

RUCO is recommending essentially mirrors the Company-proposed rate

design with the exception of  the percentages of  total revenue that are

being generated by the fixed monthly BSC. Thus, RUCO's recommended

rate design largely adheres to the rate design which resulted f rom the

Company's cost of service study.

22

A.

Q.

16
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1 Is RUCO a lso  recommending tha t  there  be no d i f f e rent ia l  be tween

2 summer and winter rates?

3 Yes. Since RUCO's recommended rate design includes a f lat residential

4 commodity rate across all therm usage, as does the Company's, there

5 should be no distinction between summer and winter rates.

6

7 Please describe RUCO's third fundamental recommended change in the

8

9

Company's rate structure.

RUCO's recommended rate design eliminates two-tier volumetric rates to

10

11

12

send appropriate price signals regarding gas consumption. Once again,

RUCO is in agreement with SWG's proposed single commodity rate for

each rate schedule. Thus, under RUCO's recommended rate structure

13 each customer within each rate schedule will pay the same amount per

14 therm regardless of the volume consumed.

15

16 Why are you recommending a flat or one-tiered rate structure?

RUCO's recommended flat or one-tiered rate structure is consistent with17 A.

18

19

20

21

22

its support for demand side management ("DSM") efforts. RUCO believes

it would be counterproductive on the one hand to support increased

spending to promote energy efficient usage, and at the same time

recommend a rate structure that provides a discounted commodity rate to

RUCO further believes that the elimination of two-tier

23

large users.

volumetric rates also sends an appropriate price signal to ratepayers.

17

A.

Q.

A.

Q.

Q.

l I Ill 11111111111-11-1111--1111---11111-11--
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1 Wouldn't an inclining two-tiered rate structure also send a price message

2 to customers to conserve?

3 It has to be remembered that one of RUCO's concerns in this case is to

4

5

6

7

8

9

10

11

mitigate SWG's declining revenues through an increased BSC as opposed

to a decoupling mechanism. RUCO views its recommendation as a trade-

off. While it is true that an inclining two-tier rate structure would send a

signal to customers to conserve, it is that very act of conservation that

contributes to the declining revenue problem that RUCO is attempting to

mitigate. Once again RUCO's position on an inclining two-tiered rate

structure is consistent with its recommendations in the prior SWG

proceeding. Admittedly, while an inclining two-tiered rate structure would

12

13

14

send an even stronger energy ef f iciency price signal than a f lat  rate

structure, the sole objective of  an ef fective and fair rate design is not

merely the promotion of energy eff iciency. A rate structure that is based

on the cost to serve the various rate classes can be the cornerstone of a15

16

17

fair and effective rate design. While cost of service is the starting point of a

good rate design, it is sometimes warranted and even desirable to make

18

19

20

21

22

small departures from pure cost of service rate structures in an effort to

send price signals designed to elicit certain behaviors. A total departure

from cost of  service, however, is contrary to fundamental fairness and

accepted rate design principles. As a gas distribution company, SWG's

cost of service declines as usage increases. Thus, a recommendation to

23 use an inclining tier rate structure in a declining commodity cost business

Q.

A.

18
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1

2

3

4

5

6

would depart too far from cost of service. At the same time, however, the

current declining commodity rate structure is counterproductive to the

energy ef f iciency goal of  DSM programs. As stated earlier,  RUCO's

recommended f lat rate structure adheres more closely to cost of service

and at  the same t ime does not  send a price signal that  d iscourages

energy efficiency, as would continuation of the declining rate structure.

7

8

9

10

11

12

13

Please discuss your fourth fundamental recommended change in the

Company's rate structure.

Cons is ten t  wi th  p r io r  ra te  case  p roceed ings,  RUCO has rese t  the

beginning purchased gas adjustor ("PGA") to zero. This allows for the

existing purchased gas adjustor bank balance to be recovered in base

rates on a going forward basis.

14

15

16

17

18

19

20

Why should RUCO's recommended rate structure be approved?

RUCO's recommended rate structure was designed specifically to address

some of Company's cost recovery problems, to send a price signal that

will not discourage energy efficient gas usage, while at the same time

protect ratepayers from extreme and abrupt changes in their monthly bill. I

believe my recommended rate design addresses those objectives through

adherence to basic rate design principles of cost of service, gradualism

and the appropriate price signals

A.

Q.

A.

Q.

19
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1

2

Will your recommended rate design accomplish the three goals you

identified earlier?

3 Yes, I believe it will. RUCO's recommended rates are fair and reasonable,

4

5

are  des igned to  encourage energy e f f ic ien t  usage,  and  a f f o rd  the

Company an opportunity to recover its authorized rate of return.

6

7 Does that conclude your direct testimony?

8 Yes.

A.

Q.

A.

Q.

20
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Phoenix, Arizona 85007

RE: RUCO's Report on Rate Design Alternatives to Encourage
Conservation (Docket No. G-01551A-04-0876, Decision No.
68487)

Pursuant to Decision No. 68487, RUCO, ACC Staff, SWEEP and Southwest Gas met to
seek rate design alternatives that will truly encourage conservation efforts, while at

the same time providing benefits to all affected stakeholders." (Decision, p. 34)

The first several meetings centered around Southwest Gas' presentations on
decoupling mechanisms in general and with specific regard to SWG's perceived need
for a decoupling mechanism. This included the following SWG arguments:

1) A history of declining usage,

2) Conservation and effic:iency's role in declining usage,

3) Inability for SWG to am its authorized rate of return,

4) Desirability of removing any disincentives for SWG to aggressively
promote conservation.

Beginning with the third meeting, RUCO expressed its concern that SWG appeared to
have reached a solution to a purported "problem", although the purported "problem" and
its cause had not been conclusively identified. RUCO stated that it needed certain facts
and data so the parties could establish what the problem really was and then seek a
solution, rather than the other way around, and supplied the Company with a number of
questions to answer.
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Data responsive to RUCO's questions yielded a chart that demonstrated how much
margin SWG had lost due to conservation and how much was lost due to weather over
a three-year period. This chart showed that over the three-year period SWG had under-
recovered by $22.5 million. Of this amount, $4.5 million, or approximately 20%, was
due to conservation, and $18.1 million, or 80%, was attributable to weather (see
Schedules on Attachment 1). The data was conclusive: the real cause for SWG's
under-recoveries was not conservation, but weather. None of the actual participants in
the meetings disagreed as to the meaning of the data.

The real problem having been identified, subsequent discussions shifted away from
decoupling and began to focus on subjects actually germane to SWG's under-recovery
problem. These discussions included the following topics:

1) The merits of the current 10-year weather normalization for SWG vs. a
weather decoupling mechanism,

2) Debate on stockholders vs. ratepayers' responsibility to bear the weather
risk,

3)

4)

The appropriate price signals that a conservation rate design should send,

Potential adjustments to Return on Equity in light of any mechanism that
would shift shareholder risk to ratepayers.

No consensus was ultimately reached between the parties on these more relevant
topics. However, the meetings proved useful in that the parties were able to identify
weather as the true cause of SWG's inability to recover at approved levels, and that
conservation ef forts are of  relat ively l it t le signif icance to the under-recovery
phenomenon. In that respect, the Commission's decision to ask the parties to confer on
rate design alternatives was fruitful in narrowing the necessary scope of future
consideration of possible remedies to the Company's earnings problems.

RUCO is disappointed in the selective nature of the Company's "report" on this matter,
and had supplied the Company with language that could have been used to more
accurately reflect what actually transpired in the meetings, inclusion of which could
possibly have earned our co-sponsorship of the report. That the Company did not
accept our language and filed the report in the manner it did-replete with apologia for
the very mechanism revealed through the meeting process to be inappropriate to the
peculiar circumstances of this Company-has necessitated this more balanced and
accurate retelling of the meeting process and its results
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In addition, the Southwest Gas report may have earned greater credibility in RUCO's
estimation had it been written by someone from the Company who had actually
attended the meetings.

Attached please find materials as counterpoint to the self-sewing AGA attachment to
the Company's "report," as follows:

• NASUCA's June 2007 Resolution opposing the sort of decoupling mechanism
proposed by Southwest Gas in its most recent rate case (Attachment 2), and

• A slide presentation given by LSU's Center for Energy Studies to NASUCA
members in June 2007 that covers the topic of incentives and energy efficiency
more expansively than does AGA (Attachment 3).

It is my understanding that NASUCA President John Perkins presented this same
information at NARUC's Summer Meeting last week.

Sincerely,

r

ph n Aha
Director

SA:hs

attachments

r

cc: All Parties of Record
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SOUTHWEST GAS CORPORATION
ARIZONA STAKEHOLDER DECOUPLING WORK GROUP
RESPONSES TO RUCO'S QUESTIONS AT 3RD MEETING

Response 4 (Continued).

Data reflected in Responses 1 and 4 allow us to determine the impact on the recovery of Southwest's lived cost of providing service
of ganges in actual use per customer (captures both weather and conservation), weather adjusted use per storer (captures conservation)
and actual less conservation (captures weather) from amounts authorized in the last rate case. The calculations are reflected below for 2004,
2005 and 2006.

Total
ld)

Change From Revenue at Authorized Margin per Customer
Consewation- Weather-

Related Related
(f) (|'*)

11.7 (4.3)

0.52579

16.0

0.52579 0.52579$

s 8.15

s

s

s

s 8.41

Description
(a)

20o4
Change in Average Use per Customer

Average Commodity Margin

Change In Margin per Customer

Average Number of Customers

Change in Annual Margin

Change In Fixed Component of Margin

Change In Variable Component of Margin

785,873

s 4,833,258

4,ss1,1a2

s 246,156

s

(2.26)

785,873

s (1,776,326)

s (1,685,858)

$ (90,468)

s

s

s

785,573

6,e09,584

G,272,9G1

335,623

2005
Change in Average Use per Customer (25.3)

0.52579

(1.8)

0.52579

(24.5)

0.52579$ s

$

s

$ (13.83)

825,650

$

Average Commodity Margin

Change in Margin per Customer

Average Number of Customers

Change in Annual Margin

Change in Fixed Component of Margin

Change in Variable Component of Margin

s (11,417,317)

s (1o,s35,s:*.s)

s (581,479)

s

s

$

(0.95)

825,650

(781 ,413)

(741,816)

(39,797)

(12.88)

825,650

$ (1D,S35,904)

s (10,094,221)

$ (541,682)

2006
Change in Average Use per Customer (37.8)

0.52579

(4.7)

0.52579

(so. 1 )

0.52579Average Commodity Margin

Grange in Margin per Customer

Average Number of Customers

$

s (19.87)

864,201

s (17,175,87B)

s (16,301,11~55

$ (874,750)

s (22,549,850)

(2.47)

854,201

s (2,135,625)

s (2,025,858)

s (108,767)

s (4,454,333)

s

s

$

s (17.40)

B64,201

$ (15,040,251)

s (14,274,257)

$ (765,994)

s (1B.095,51B)

Change in Annual Margin

Change in Fixed Component of Margin

Change in Variable Component of Margin

Three-year impact on Fixed Cost Recovery
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SOUTHWEST GAS CORPORATION
ARIZONA STAKEHOLDER DECOUPLING WORK GROUP
RESPONSES TO RUCO'S QUESTIONS AT 3RD MEETING
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Question 1.
For the last three years, provide weather adjusted and actual average use per residential
customer data so we can see both the conservation and weather impacts on usage.

Response 1.
See table below for 18idential customer average usage and dollar impacts.

Description 2004 2005 2006

Average Usage
Actual 358.7 320.7 309.2

Weather Adjusted 342.7 345.2 342.3

Las! GRC 347.0 347.0 347.0

Difference From Last GRC
ActuallWeather and Conservation-Related 11.7

Weather Adjusted/Consenation-Related

Weather-Related

(4.3)

16.0

Average No, of Customers

(25.3)

(1 .8)

(24.5)

825,550

0.52579

(37.8)

(4.7)

(33.1)

864,201

0.52579AVerage Commodity Rate s

785,673

0.52579 $ s

Dollar Impact of Change in Average Use
Actual

Conservation-Related

$(17,175,8l/6)

s (21135,525)

$(15,040,251 )Weather-Related

$ 4,833,258 $(111417,317)

s (1,776,326) .  $ (781,413)

$ 8,609,584 $(10,635,904)

Question 2.
Over the same period, provide average use for newly installed customers versus vintage customers.

Response 2.
See table below. Results are based on weather-adjusted data for 12-months ending December2006, and includes
data for all customers installed prior to 2002 (vintage customers) and for customers installed in 2002,.2003 and 2004.

2002 2003 2004

Weather~Adjusted Average Use

Vintage

343.4 339.2 334.5 3340Q

Change From Vintage (4.2) (8.9) (9.4)
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THE NATIONAL ASSOCIATION OF

STATE UTILITY CONSUMER ADVOCATES
RESOLUTION 2007-01

NASUCA ENERGY CONSERVATION AND DECOUPLING RESOLUTION

Whereas, theprovision and promotion of energy efficiency measures are increasingly
viewed by state commissions as a necessary component of utility service,

Whereas, many states are now encouraging rate-regulated utilities to adopt energy
efficiency programs and other demand-side measures to decrease the number of units of
energy each utility's customers purchase from the utility,

WhereasNASUCA has long supported the adoption of effective energy efficiency
programs,

Whereas recent proposals by rate-regulated public utilities for the initiation or expansion
of energy efficiency measures have featured utility rate incentives or revenue
"decoupling" mechanisms that guarantee utilities a predetermined amount of revenues
regardless of the number of units of energy sold,

Whereas, the utilities proposing decoupling measures seek guarantees Hom public
utilities commissions that they will receive their allowed level of revenues,

Whereas, these utilities justify this departure from traditional rate-making principles on
the theory they are being asked to help their customers purchase fewer energy units tram
them by promoting energy efficiency measures and other demand-side measures, thereby
reducing their revenues and, consequently, their returns to their shareholders, and that
decoupling mechanisms compensate utilities for revenues lost due to conservation,

W71ereas, these utilities contend that because these measures reduce their revenues, they
have a disincentive to encourage programs that aid their customers in purchasing fewer
units of energy,

Whereas, historically, rates have been set in periodic rate cases by matching test-year
revenues with test-year expenses, adding pro forma adjustments and allowing the utilities
an opportunity to am a reasonable rate of return on their investments in exchange for a
state-protected monopoly,

Whereas revenue guarantee mechanisms allow rate adjustments to occur based upon one
element that affects a utility's revenue requirement, without supervision or review of
other factors that may offset the need for such a rate change,

1
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Whereas, historically, rate-regulated utilities were not guaranteed they would earn the
allowed return, rather, earnings depended on capable management operating the utilities
in an efficient manner,

Whereas, many utilities proposing revenue decoupling request compensation for revenue
lost per customer, implying that sales volumes are declining, when in fact these utilities'
total energy sales revenues are stable or increasing,

Whereas, there are a number of factors that may cause a utility to sell fewer units of
energy over a period of time, including weather, changing economic conditions, shills in
population, loss of large customers and switches to other types of energy, as well as
energy efficiency and other demand-side measures,

Whereas many utilities have been offering cost-effective energy efficiency programs and
actively marketing these programs for years without proposing or implementing rate
incentives or revenue guarantee mechanisms such as decoupling, and have continued to
enjoy financial health;

Whereas past experience has shown that revenue guarantee mechanisms such as
decoupling may result in significant rate increases to customers,

Whereas some utilities have referenced the benefit of encouraging energy efficiency
programs as a justification for revenue guarantee mechanisms without in fact offering any
energy efficiency programs, indicating that the revenue guarantee mechanisms are
attractive to utilities for reasons other than their interest in promoting energy
conservation,

Whereas past experience has shown that rate increases prompted by revenue guarantee
mechanisms such as decoupling are often driven not so much by reduced consumption
caused by utility energy efficiency programs, as by reduced consumption due to normal
business risks such as changes in weather, price sensitivity, or changes in the state of the
economy,

Whereas utilities are better situated than are consumers or state regulators to anticipate,
plan for, and respond to changes in revenue prompted by normal business risks, and the
shifting of nonna business risks away from utilities insulates them from business
changes and reduces their incentive to operate efficiently and effectively,

Whereas the traditional raternaking process has historically compensated utilities for
experiencing revenue variations associated with normal business risks,

NOW THEREFORENASUCA RESOL VES:

To continue its long tradition of support for the adoption of effective energy efficiency
programs,

2
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And to oppose decoupling mechanisms that would guarantee utilities the recovery of a
predetermined level of revenue without regard to the number of energy units sold and the
cause of lost revenue between rate cases,

BE IT FURTHER RESOL VED:

NASUCA urges Public Utilities Commissions to disallow revenue true-ups between rate
cases that violate the matching principle, the prohibition against retroactive raternaking,
the prohibition against single-issue ratemaldng, or that diminish the incentives to control
costs that would otherwise apply between rate cases,

NASUCA urges State legislatures and Public Utilities Commissions to, prior to using
decoupling as a means to blunt utility opposition to energy efficiency and other demand-
side measures, (1) consider alternative measures that more efficiently promote energy
efficiency and other demand side measures, (2) evaluate whether a utility proposing the
adoption of a revenue decoupling mechanism has demonstrated a commitment to energy
efficiency programs in the recent past; and (3) examine whether a utility proposing the
adoption of a revenue decoupling mechanism has a history of prudently and reasonably
utilizing alternative ratemaking tools,

If decoupling is allowed by any state commission, NASUCA recommends that the
mechanism be structured to (1) prevent over-earning and provide a significant downward
adjustment to the utilities' ROE in recognition of the significant reduction in risk
associated with the use of a decoupling mechanism, (2) ensure the utility engages in
incremental conservation efforts, such as including conservation targets and reduced or
withheld recovery should the utility fail to meet those targets, and (3) require utilities to
demonstrate that the reduced usage reflected in monthly revenue decoupling adjustments
are specifically linked to the utility's promotion of energy efficiency programs.

NASUCA authorizes its Standing Committees to develop specific positions and to
take appropriate actions consistent with the terms of this resolution to secure its
implementation, with the approval of the Executive Committee of NASUCA. The
Standing Committees or the Executive Committee shall notify the membership of
any action taken pursuant to this resolution.

Approved by NASUCA:
Denver, Colorado

Submitted by:
NASUCA Consumer Protection Committee

June 12, 2007 June 11, 2007

Abstained:
MaSsachusetts
California

I

Opposed:
Ohio
Indiana
Colorado
Wyoming
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Surrebuttal Testimony of William A. Rigsby
Southwest Gas Corporation
Docket No. G-01551A-07-0504

1 INTRODUCTION

2

3

4

5

Please state your name, occupation, and business address.

My name is William A. Rigsby. I am a Public Utilit ies Analyst V employed

by the Residential Util ity Consumer Off ice ("RUCO") located at 1110 W.

Washington, Suite 220, Phoenix, Arizona 85007.

6

7

8

9

10

11

12

13

14

Have you filed any prior testimony in this case on behalf of RUCO?

Yes, on March 28, 2008, I f i led direct testimony with the ACC. My direct

testimony addressed the cost of capital issues that were raised in SWG's

applicat ion request ing a permanent rate increase based on a test year

ended April 30, 2007, and presented RUCO's recommended hypothetical

capital structure in addition to RUCO's recommended returns on debt and

equity. On April 11, 2008, l also f i led direct testimony on RUCO's policy

considerations that shaped RUCO's recommended rate design.

15

16

t7

18

19

20

Please state the purpose of your testimony.

The purpose of my testimony is to respond to SWG's rebuttal testimony on

RUCO's recommended rate of return on invested capital (which includes

RUCO's recommended cost of debt, cost of preferred equity and cost of

common equity) for the Company's natural gas distribution operations in

21 Arizona.

22

23

A.

Q.

A.

Q.

A.

Q.

1
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1

2

Will you also be filing surrebuttal testimony on rate design issues?

No. RUCO's Chief of Accounting and Rates, Marylee Diaz Cortez, CPA

3

4

5

will adopt my prior direct testimony and provide surrebuttal testimony on

the policy considerations associated with RUCO's recommended rate

design.

6

7

8

9

10

11

How is your surrebuttal testimony organized?

My surrebuttal testimony contains four parts: the introduction that I have

just presented, a summary of SWG's rebuttal testimony, a section on the

capital structure and cost of debt issues associated with the case, and a

section on the cost of equity capital issues associated with the case.

12

13 SUMMARY OF SOUTHWEST GAS' REBUTTAL TESTIMONY

14

15

16

17

Have  you rev iewed the  rebut ta l  test imony o f  Company wi tnesses

Theodore K. Wood and Frank J. Hanley?

Yes. I have reviewed the rebuttal testimony, on cost of capital issues, filed

by the aforementioned Company witnesses on May 9, 2008.

18

19

20

21

22

23

Please summarize the testimony filed by Company witness Wood.

Mr. Wood's rebuttal testimony concentrates on the capital structures

recommended by the Company, ACC Staff cost of capital consultant

David C. Parcell, and RUCO. Mr. Wood also compares and comments on

the overall rate of return recommendations being made by the Company,

A.

Q.

A.

Q.

A.

Q.

A.

Q.

2
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Surrebuttal Testimony of William A. Rigsby
Southwest Gas Corporation
Docket No. G-01551 A-07-0504

1 ACC Staff and RUCO. Mr. Wood takes issue with the cost of common

2

3

4

5

equity being recommended by Mr. Purcell and myself  stat ing that our

respective recommended costs of common equity of 10.00 percent and

9.88 percent are too low. He also comments on the overall weighed costs

of capital that Mr. Purcell and myself have recommended.

6

7

8

9

10

11

12

13

14

15

Please summarize the testimony filed by Company witness Hanley.

Mr. Hanley's rebuttal testimony focuses entirely on the cost of common

equity recommendations of ACC Staff and RUCO. Mr. Hanley is critical of

my reliance on the discounted cash flow ("DCF") model and the manner in

which I arrived at my DCF growth estimates. This includes my reliance on

the assumpt ion that  a  ut i l i ty 's  market  to  book rat io  wi l l  move in  the

direction of 1.0 if  regulators set a utility's rate of return at a level that is

equal to the utility's cost of  capital and my reliance on the sustainable

growth concept that is expressed in the growth component of  the DCF

16 model. Mr. Hanley also takes issue with the inputs used in my capital

17

18

19

20

21

22

asset pricing model ("CAPM") analyses and the use of a geometric mean

in the calculation of the return on the market. Mr. Hanley further takes

issues with the opinions I expressed on the ECAPM model which he relied

upon in his cost of capital analysis. Mr. Hanley is also critical of the

position that RUCO has taken in regard to the Company-proposed

decoupling mechanisms (i.e. the RDAP, WNAP).

23

A.

Q.

3
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1 CAPITAL STRUCTURE AND WEIGHTED COST OF CAPITAL

2

3

Have you made any changes to your recommended hypothetical capital

structure, cost of debt, cost of preferred equity or cost of common equity?

4 No. I have not made any changes to the recommendations presented in

5 my direct testimony.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Brief ly summarize the posit ions of  the parties in the case in regard to

capital structure, cost of debt, cost of preferred equity and cost of common

equity.

Both RUCO and the Company are recommending identical hypothetical

capital structures comprised of  51 percent long-term debt, 4 percent

preferred equity and 45 percent common equity. RUCO and the Company

are also in agreement on the Company-proposed 7.96 percent cost of

debt and 8.20 percent cost of preferred equity.

ACC Staff consultant Parcell is recommending that the Commission adopt

SW G's actua l  cap i ta l  s t ructure  a t  the end o f  the test  year which is

comprised of 52.7 percent long-term debt, 4.4 percent preferred equity,

and 42.9 percent common equity. Mr. Parcell is also in agreement with

both RUCO and SWG in regard to his recommended costs of long-term

20

21

debt and preferred equity.

The costs of common equity presently being recommended by the parties

22 to the case are as follows:

23

A.

Q.

A.

Q.

4
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1

2

3

SWG

ACC Staff

RUCO

11.25%

10.00%

9.88%

4

5 The weighted costs of capital presently recommended by the parties to the

6 case are as foHows:

7

8

9

10

SWG

ACC Staff

RUCO

9.45%

8.86%

8.83%

11

12

13

14

15

As can be seen above, there is presently a 62 basis point dif ference

between the Company-proposed 9.45 percent weighted cost of capital and

my recommended weighted cost of capital of 8.83 percent. RUCO and

ACC Staf f 's recommended weighted costs of  capital fall within 3 basis

16 points of each other.

17

18 COST OF EQUITY CAPITAL

19

20

Has there been any recent activity in regard to interest rates?

Yes. On April 30, 2008, the Fed cut interest rates for a seventh straight

21 time. The reduction was a much smaller 25 basis point move as opposed

22 to the 50 and 75 basis point cuts made earlier this year. As a result of the

A.

Q.

5
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1 Feds recent action, the federal funds rate now stands at 2.0 percentl.  A

2

3

list of the most recent yields of various financial instruments can be seen

in Attachment A to my testimony.

4

5

6

7

8

9

10

11

12

Please respond to Mr. Wood and Mr. Hanley's rebuttal positions that your

recommended cost of equity is too low.

Given the fact that Mr. Parcell's and my cost of common equity estimates

fall within 12 basis points of each other, I would have to say that just the

opposite is true. As I stated in my direct testimony, Mr. Hanley's 11.25

percent recommendation (which I commented on in pages 52 through 59

of my direct testimony) ignored any results he obtained that were lower

than 9.60 percent and therefore produced a higher estimate.

13

14

15

16

17

18

19

20

21

Do you agree with Mr. Wood's position that your final recommended cost

of equity for SWG should have been a midpoint figure that falls within your

estimated range of 9.20 percent to 10.83 percent?

No, I do not. idly final 9.88 percent recommended cost of equity for SWG

was arrived at using the same calculation (i.e. a mean average of DCF

and CAPM results) that ACC Staff has used in a number of rate case

proceedings before the Commission. The Commission has consistently

adopted ACC Staft"s recommendations that were calculated in this

22 manner. In addit ion, my recommended 9.88 percent cost of  equity for

1 Ip, Greg, "Fed Cuts Key Rate, Signals a Pause," The Wall Street Journal Online Edition, May 1,
2008.

A.

Q.

Q.

A.

6
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1

2

3

SWG is 15 basis points higher than the 9.73 percent result derived from

my DCF model (that relies on utility-specific data inputs), which I believe

to be superior to the CAPM.

4

5

6

7

8

g

10

11

12

13

14

15

16

Please address Mr. Wood's argument that you should have made an

upward adjustment to your 9.88 percent cost of equity estimate based on

SWG's credit rating in relation to the credit rating of your sample LDC's.

Mr. Wood disagrees with my position that the adoption of the Company-

proposed capital structure provides SWG with adequate compensation for

additional financial risk. Mr. Wood further believes that it is not enough to

provide the Company with a level of equity that does not exist - a level of

equity that also provides the Company with additional cash flow by way of

a synchronized interest calculation (which produces a level of income tax

expense that is higher than what the Company's actual level of deductible

interest expense would produce) - and argues that an additional upward

adjustment needs to be made.

17

18 Does Mr. Wood's argument have any merit?

No. In addition to the additional cash flow that I noted above, the19

20

21

22

23

A.

Q.

A.

Q.

Company will realize additional operating income that it would not have

realized under its actual capital structure. This does not include RUCO's

recommended rate design changes, or other factors which I will discuss

la ter,  that  a lso favor the Company. An upward adjustment to my
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1 recommended cost of equity might well reduce the incentive for SWG to

2 actual ly achieve a level of  equity that  would help raise the Company's

3 current credit rating. Furthermore, the outlook for SWG is actually quite

4 favorable despite the picture painted by Mr. Wood. This is evidenced from

5 an April 24, 2008 Standard & Poor's credit rat ing report provided by the

6 Company in its supplemental response to ACC Staff data request STF-2-7

7 (Attachment B).

8 On the subject of SWG's liquidity situation, the report states the following:

Southwest Gas maintains adequate liquidity. As of Dec. 31, 2007, the
company had $32 million in cash and $291 million available under its
$300 million credit facility, which matures in April 2012. Natural gas
purchases and capital outlays related to growth in the service territory
are the primary uses for liquidity. Natural gas sales are seasonal, with
peak usage in the winter months. Natural gas prices and weather
patterns primarily determine liquidity needs.

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

Given the low-risk nature of Southwest Gas' regulated utility operations
and healthy service territory, the company should generate reasonably
stable cash flow. The company reported cash from operations of almost
$350 million for 2007, which will not fully cover annual dividends (about
$36 million), annual capital expenditures (about $300 million forecast for
2008 and about $550 forecast for 2009-2010 combined), and near-term
debt maturities ($38 million due in 2008 and $10 million in 2009). To
bridge the funding gap, the company expects to raise $70 million to $80
million through stock offerings, borrow under its revolving credit facility,
or through other external means.

28 The report goes on to present the following outlook (the second sentence

29 of which Mr. Wood included in his testimony) for SWG:

30
31
32
33
34
35
36
37
38

The outlook on Southwest Gas is positive. The positive outlook reflects
Standard & Poor's Rating Services' expectation that the company's
improved financial performance could lead to a higher rating over the
near-term. We could revise the outlook to stable if financial performance
deteriorates from current levels as a result of unfavorable regulatory
actions, an increase in leverage, or material reductions in customer
usage (either due to weather or efficiency) without adequate regulatory
protections.

8
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1 Based on the information above, I believe that RUCO's recommendations,

2

3

tha t  p rov ide  add i t iona l  and  more  s tab le  revenue ,  wi l l  on ly  f u r the r

strengthen SWG's existing liquidity position.

4

5

6

7

Do you agree with Mr. Wood's use of the Hamada adjustment to justify

SWG's 25 basis point upward adjustment for financial risk, and to justify

his argument that RUCO's recommended 9.88 percent cost of equity is

too low?8

9

10

11 to  arr ive  a t

12

13

14

15

16

17

18

19

20

21

No. Although Mr. Wood employed the Hamada methodology presented

by RUCO consultant Stephen G. Hill in his direct testimony in the Arizona

Public Service Company ("APS") rate case proceedings

changes in CAPM estimates (ranging from 63 to 107 basis points using a

relevered beta of 0.97), he ignores the argument for lower market risk

premiums of 4.0 percent to 6.0 percent that Mr. Hill presents in the

"Hamada portion" of his APS testimony (Attachment C). On page 46 of

his APS testimony, Mr. Hill supports his argument for lower market risk

premiums by citing two scholarly articles on the subject published over the

past six years by noted academics. In the first paper titled The Equity

Premium, published in 2002, Eugene Fama and Kenneth French take the

position that lbbotson Associates' historical market risk premiums (now

published by Morningstar) have overstated investor expectations. Mr. Hill

2 Docket No. E-01345A-05-0816 et al.

3 Lines 25 through 29 of page 45, and lines 1 through 4 of page 46 of the direct testimony of
RUCO consultant Stephen G. Hill, Docket No. E-01345A-05-0816 et al.

A.

Q.

9
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1

2

also cites a paper authored by Carl lbbotson himself which indicates that

investors can expect future returns of 4.0 to 6.0 percent.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17
1

18

19

Can you cite any other sources that support Mr. HilTs views, in his APS

rate case testimony, that 4.0 percent to 6.0 percent is a reasonable market

risk premium on a forward-looking basis?

Yes. During the 39"' annual Financial Forum of the Society of Utility and

Regulatory Financial Analysts, which was held at Georgetown University

in Washington D.C. on April 19 and 20, 2007, both Mr. Wood and myself

had the opportunity to hear the views of Aswarth Damodaran, Ph. D. and

Felicia C. Marston, Ph. D., professors of finance from New York University

and the University of Virginia respectively, who have conducted empirical

research on this subject. Dr. Damodaran and Dr. Marston advocated 4.0

to 5.5 percent  est imates during a panel discussion that  provided both

professors with the opportunity to explain their research on the equity risk

prem ium and  t o  answer  ques t ions  f rom o ther  f i nanc ia l  ana lys t s  in

attendance. Each o f  t he  pane l is t s  s ta ted tha t  t hey be l ieved tha t  a

reasonable market risk premium fell between 4.0 percent and 5.0 percent

when asked to provide estimates based on their research.

20

A.

Q.
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1

2

3

4

5

6

7

8

9

What would your CAPM results be if the market risk premiums of 4.0

percent to 6.0 percent, advocated by Mr. Hill, were used in your CAPM

model with the 0.97 relevered beta calculated by Mr. Wood?

Using the 91-day T-bill rate of 1.65 percent (rf) that l used in my analysis,

Mr. Wood's relevered beta of 0.97, and the market risk premiums (rm - rf)

of 4.0 percent to 6.0 percent, advocated by Mr. Hill, in my CAPM model

produces expected returns of 5.53 percent and 6.85 percent respectively.

These results are much lower than the 9.20 percent and 10.93 percent

estimates that I used to calculate my recommended 9.88 percent cost of

10

11

12

13

14

equity.

For the sake of  the arguments  presented by Mr.  Hanley on pages 27

through 29 of his rebuttal testimony, if the most recent 4.61 percent yield

on a 30-year U.S. Treasury note (the same long-term Treasury instrument

preferred by Mr. Hanley) were used in the CAPM model, the results would

be as follows:15

16

17

18

19

20

21

22

23

24

Using a 4.0% Market Risk Premium

k =  l ' f + ' l 3 ( l ' m ' t f ) ]

k = 4.61% +[0.97(4.0%)]

k  = 8.49%

Q.

A.

11
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1

2

3

4

Usincz a 6.0% Market Risk Premium

k = l ' f+ '9>(fm-I l f ) ]

k = 4.61% +[0.97 (6.0%)]

k  = 10.43%

5

6

7

8

9

10

11

12

13

14

15

16

17

As can be seen above, the range of CAPM estimates using a higher and

more  recen t  r i s k  f ree  yie ld  (us ing  Mr .  Han ley' s  p re fe r red  f i nanc ia l

instrument), the larger relevered beta coefficient (calculated by Mr. Wood

us ing the Hamada methodology)  and the 4.0  percent  to  6 .0  percent

market  r isk premiums (advocated by Mr.  Hi l l  in  h is  APS tes t imony) ,

produces a lower estimate range of 8.49 percent to 10.43 percent (or an

average of 9.46 percent) versus my higher original CAPM estimate range

of  9 .20  percen t  t o  10 .83  percen t  (o r  an  average  o f  10 .02  percen t )

presented in my direct testimony. Collectively this data demonstrates that

my unad jus ted  recommended 9 .88  percen t  cos t  o f  common equ i t y

appears to be reasonable compared to the Hamada methodology results

advocated by Mr. Wood and the lower market risk premiums advocated by

18 Mr. Hill.

19

20

21

22

23

Please comment on the discussion of the DCF growth component that Mr.

Hanley offers on pages 24 and 25 of his rebuttal testimony.

Mr. Hanley cites a 1990 presentation by Dr. Myron Gordon who refers to

the findings he presented on analysts estimates of growth ("g") in a 1989

A.

Q.

12
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1

2

3

4

paper he coauthored titled Choice among methods of estimating share

yields. Mr. Hanley also cites the opinions of Dr. Roger Morin on the

problems of estimating the DCF growth component which appear on

pages 306 and 307 of Dr. Morin's 2006 text New Regulatorv Finance.

5

6 Do you bel ieve that  your 5.18 percent DCF growth est imate is

7 unreasonable based on the information provided in the above-referenced

8 documents?

9

10

11

No. As a matter of fact, on page 308 of his text, Dr. Morin provides a DCF

growth rate check (Attachment D). The reasonableness test offered by

Dr. Morin is expressed as follows:

12

13 Dividend Growth = Risk Free Return + Risk Premium - Dividend Yield

14

15 Under the above formula the dividend yield element of the DCF ("D1/P0") is

16 subtracted from results of a CAPM calculation ("rf + [ B (rm - rf) ]").

17

18

19

20 A

21

How does your 5.18 percent growth estimate compare to the results

obtained from the reasonableness test offered by Dr. Morin?

Using the CAPM results presented above using Mr. Wood's relevered

beta of 0.97, the most recent yield of a 30-year U.S. Treasury note (Mr.

4 Gordon, David with Myron J. Gordon and Lawrence I. Gould, "Choice among methods of
estimating share yield," The Journal of Portfolio Management, pp, 50-55, Spring 1989.

Q.

A.

Q.

13
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1

2

3

4

Hanley's preferred instrument), the 4.0 percent to 6.0 percent market risk

premium (advocated by Mr.  Hil l  in his APS test imony) and the average

4.55 percent dividend yield estimate presented in my direct testimony, the

following growth rate check results are obtained:

5

Using a 4.0% Market Risk Premium

Q = rf+trs(rm-tf)1-(D/po)
g = 4.61% + [ 0.97 (4.0%) ] - 4.55%

g = 4.61% + 3.88% - 4.55%

6

7

8

9

1 0

1 1

1 2

g  = 3.94%

Using a 6.0% Market Risk Premium

Q = l`f+' f3(fm-l ' f l ] -(D1/Pol

g = 4.61% + [ 0.97 (6.0%) ] - 4.55%

g = 4.61% + 5.82% - 4.55%

1 3

1 4

1 5

1 6

1 7

g 5.88%

18 As can be seen above, the growth rate check results, obtained from Dr.

19

20

21

Morin's reasonableness test, range from 3.94 percent to 5.88 percent or

an average of 4.91 percent which is 27 basis points lower than my 5.18

percent DCF growth rate estimate.

22

23

24

14
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1

2

In the examples that you've provided above you have used Mr. Hanley's

preferred 30-year U.S. Treasury note as a proxy for the risk-free rate of

3 return. Is it reasonable to assume that a 30-year horizon is appropriate

4

5

6

7

8

9

10

11

12

for ratemaking purposes?

Not really. An argument can be made that the f inancial instrument used

for a risk free rate of return should have a maturity that is close to the time

frame that a utility typically files for new rates. If one assumes that a utility

typical ly appl ies for new rates every three to f ive years,  then a bet ter

inst rument  would probably be a 5-year U.S.  Treasury note.  As can be

seen in Attachment A, the current yield on a 5-year U.S. Treasury note is

3.20 percent or 141 basis points lower than the 30-year 4.61 yield that l

have used in the examples above.

13

14

15

16

17

18

19

20

21

What would the average CAPM expected rate of return be if you

substituted the current 4.61 percent yield on a 30-year U.S. Treasury note

with the current 3.20 percent yield for a 5-year U.S. Treasury note and

held all of the other components used in the above examples constant?

Substituting the 5-year U.S. Treasury note yield of 3.20 percent and

holding all of the other inputs constant produces an average CAPM

expected rate of return of 8.05 percent which is probably more reasonable

given the fact that utility rates are typically not set for 30-year periods.

Q.

A.

Q.

A.

15
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|

1

2

Using Dr. Morin's reasonableness test produces an average growth rate

check result of 3.50 percent which is 168 basis points lower than my 5.18

3 percent DCF growth estimate.

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

On page 26 of  h is  rebut tal  tes t imony,  Mr.  Hanley cr i t ic izes your DCF

analysis, which takes into consideration the concept that a utility's market-

to-book ratio will move toward a value of 1.0 if regulators set a utility's rate

of return at a level that is equal to its cost of capital. Please explain why

you bel ieve that  the market  value of  a ut i l i ty's  stock wil l  tend to move

toward book value, or a market-to-book ratio of 1.0, if regulators allow a

rate of return that is equal to the cost of capital of firms with similar risk.

A ut i l i ty's market price should equal i ts book price over the long run i f

regulators allow a rate of return that is equal to the utility's cost of capital.

That is assuming that the utility's rate of return ('RoR'9 is comparable to

the rates of return of other Firms in the same risk class. 5 For example, if a

hypothetical utility's book price is $20.00 per share and regulators adopt a

rate of return that is equal to the utility's cost of capital of 10.0%, the utility

will earn $2.00 per share ("EPS"). With earnings of $2.00 per share, and a

market required rate of return on equity of 10.00%, for firms in the utility's

risk class, the market price of the utility's stock will set at $20.00 per share

($2.00 EPS + 10.0% ROR = $20.00 per share price). If the utility records

earnings that are higher than the earnings of other firms with similar risk,

5 An in-depth discussion of market-to-book ratios can be found in Chapter 'IO of Roger A. Morin's
text Regulatory Finance, Utilities' Cost of Capital.

Q.

A.

16
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1

2

3

4

5

6

7

8

9

10

11

the market value of the utility's shares will increase accordingly ($2.50

EPS + 10.0% ROR = $25.00 per share). On the other hand, if the utility

posts lower earnings, the stock's market price will fall below book value

($1 .50 EPS + 10.0% ROR = $15.00 per share).

Because of economic forces beyond the control of regulators, it is not

reasonable to assume that the utility will have earnings that match those

of firms of similar risk in every year of operation. In some years, earnings

may drop causing the market-to-book ratio to fall below 1.0, while in other

years the utility may have earnings that exceed those of other firms in its

risk classification. However, over the long run the utility's earnings should

average out to the earnings that are expected based on its level of risk.

12

13

14

15

16

These average earnings over time will result in a market-to-book ratio of

1.0. it has been suggested that regulators should set a utility's rate of

return at a level that is slightly higher than that of f irms in the same risk

class of  the hypothetical util ity. In theory, this will send a message to

investors that average long-term earnings will not be less than what is

17 expected I A 1.0 rat io  may never be achieved in  pract ice and many

18

19

20

investors may not even care what the market-to-book ratio is as long as

they receive their required rate of return. in this respect, a utility stock is

similar to a corporate bond whose value fluctuates as interest rates move

above or below the stated yie ld on the bond. As long as the bond

provides the level of income (i.e. the stated interest payment in the case of

a bond or a d ividend payment in the case of  a ut i l i ty stock) that  the

17
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1

2

3

investor expects, the price of the instrument at any given point in time is

immaterial (so long as the intent is to hold the bond until maturity or the

utility stock over a long-term period).

4

5

6

Does your recommended cost  o f  equ i ty  take in to  considerat ion the

theoretical concepts that you have just described?

7 Yes. As I just explained, in theory, a market-to-book ratio of 1.0 would be

8

9

10

11

12

13

14

15

16

17

achieved if a utility's rate of return equaled the cost of capital that is close

to the returns of  f i rms with  s imi lar r isk. The CAPM ana lys is  tha t  I

performed earlier in this testimony (using the current yield on a 5-year U.S

treasury note and the revised beta and market  r isk premium inputs

advocated by Mr. Wood and Mr. Hill) indicates that the rate of return for a

f irm with SWG's level of  risk is 8.05 percent. This being the case, the

adopt ion of  my recommended 8.83 percent cost  of  capita l  would be

consistent with the theory I have presented above since it is 78 basis

points higher than the aforementioned average 8.05 percent expected rate

of return that theoretically produces a market price that is equal to book

18 value.

19

20

21

22

23

Please explain why Mr. Hanley's criticism regarding the use of a geometric

mean in your CAPM analysis is unfounded.

While it  is true that an ongoing debate exists as to which mean is the

better one to use, it is important to recognize that the information on both

v.

A.

Q.

A.

Q.

18
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1

2

3

4

5

6

7

8

9

means, published by Morningstar,  is widely available to the investment

community. For this reason, and the fact that the ACC has consistently

accepted the use of both means, l believe that the use of both means in a

CAPM analysis is appropriate.

The best argument in favor of  the geometric mean is that i t  provides a

truer picture of the effects of compounding on the value of an investment

when return variability exists. This is part icularly relevant in the case of

the return on the stock market, which has had its share of ups and downs

over the 1926 to 2006 observation period used in my CAPM analysis.

10

11

12

13

14

15

16

17

18

19

20

Can you provide an example to illustrate the differences between the two

averages?

Yes. The following example may help. Suppose you invest $100 and

realize a 20.0 percent return over the course of a year. So at the end of

year 1, your original $100 investment is now worth $120. Now let 's say

that over the course of a second year you are not as fortunate and the

value of your investment falls by 20.0 percent. As a result  of  this,  the

$120 value of your original $100 investment fal ls to $96. An arithmetic

mean of the return on your investment over the two-year period is zero

percent calculated as follows:

21

22

23

Q.

A.

19
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1

2

3

( year 1 return + year 2 return ) + number of periods

( 20.0% + -20.0% ) + 2 =

( 0.0% ) + 2 = 0.0%

4

5

6

The arithmetic mean calculated above would lead you to believe that you

didn't gain or lose anything over the two-year investment period and that

7 your original $100 investment is still worth $100. But in reality, your

8

9

original $100 investment is only worth $96. A geometric mean on the

other hand calculates a compound return of negative 2.02 percent as

10 follows:

11

12

13

14

15

16

(year 2 value + original value I1/numberofperiods - 1

( $96 + $100 WE - 1 =

< 0.96 1"2 - 1 =

( 0.9798 ) - 1 =

-0.0202 = -2.02%

17

18

19

The geometric mean calculation illustrated above provides a truer picture

of  what happened to your original $100 over the two-year investment

20

21

22

23

period.

As can be seen in the preceding example, in a situation where return

variability exists, a geometric mean will always be lower than an arithmetic

mean, which probably explains why utility consultants typically put up a

24 strenuous argument against the use of a geometric mean.

20
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1

2

3

4

5

6

7

8

9

Can  you  c i t e  any o t he r  ev idenc e  t ha t  s uppor t s  you r  us e  o f  bo t h  a

geometric and an arithmetic mean?

Yes. In the third edition of their book, Valuation: Measuring and Managing

the Value of  Companies,  authors Tom Copeland,  T im Kol ler and Jack

Murrin ("CKM") make the point that, while the arithmetic mean has been

regarded as  be ing more forward- looking in  determ in ing market  r isk

premiums, a true market risk premium may l ie somewhere between the

ari thmet ic  and geometr ic  averages publ ished in Morningstar 's  Stocks

Bonds Bills and Inflation 2007 Yearbook ("Morningstar").

10

11

12

13

14

15

16

17

18

19

Please explain.

In order to believe that the results produced by the arithmetic mean are

appropriate, you have to believe that each return possibility included in the

calculat ion is an independent draw. However,  research conducted by

CKM demonstrates that year~to-year returns are not independent and are

actually auto correlated (i.e. a relationship that exists between two or more

returns, such that when one return changes, the other,  or others,  also

change), meaning that the arithmetic mean has less credence. CKM also

explains two other factors that would make the Morningstar arithmet ic

20 mean too high. The f i rs t  factor deals  wi th the holding per iod. The

arithmetic mean depends on the length of the~holding period and there is

no " law" that  says  that  hold ing per iods of  one year are the "correc t

measure. When longer periods (e.g. 2 years, 3 years etc.) are observed

A.

Q.

A.

Q.

21
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1

2

3

4

5

the arithmetic mean drops about 100 basis points. The second factor

deals with a situation known as survivor bias. According to CKM, this is a

well-documented problem with the Morningstar historical return series in

that it only measures the returns of successful f irms. That is, those firms

that are listed on stock exchanges. The Morningstar historical return

6 series does not measure the failures, of which there are many. Therefore,

7

8

9

10

11

12

13

14

the return expectat ions in  the fu ture are l ike ly to  be lower than the

Morningstar historical averages. After conducting their analysis, CKM

concludes that 4.0 percent to 5.5 percent is a reasonable forward-looking

market risk premium (a point raised earlier in my testimony). Adding the

current 5-year Treasury yield of  3.20 percent to these two est imates

indicate a cost of equity of 7.20 percent to 8.70 percent or an average of

7.95 percent which is 88 basis points lower than my recommended 8.83

percent cost of capital for SWG.

15

16

17

18

19

20

21

22

23

Has any of Mr. Hanley's testimony on the ECAPM persuaded you to make

any adjustments to your recommended cost of common equity?

No. On this issue I disagree with both Mr. Hanley and Dr. Morin. The

flatter security market line produced by the CAPM (which is referred to by

Dr. Morin in Mr. Hanley's cite), is the result of a phenomenon known as

regression toward the mean. The ECAPM using raw, or unadjusted betas,

takes this phenomenon into account. This same phenomenon also occurs

in the calculation of betas and results in the long term tendency of betas to

A.

Q.

22
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1

2

move toward a value of 1.00. As I explained my direct testimony, this is

the reason why Value Line betas are adjusted. Since the ECAPM model

3

4

5

6

7

8

9

10

already takes regression toward the mean into account, there is no need

to use adjusted Value Line betas in the ECAPM. In short ,  the use of

adjusted betas in the ECAPM will result in a double count. For this reason

the appropriate beta to use in the ECAPM is a raw or unadjusted beta. As

I further stated in my direct testimony, the Commission has consistently

rejected the results of the ECAPM in a number of water company cases

that have come before the ACC. For these reasons, Mr. Hanley's ECAPM

results using adjusted betas should be given no weight.

11

12

13

Are you recommending a lower cost of capital for SWG based on the

lower CAPM estimates that you have just presented in your testimony?

14 No.

15

16 Please address Mr. Hanley's argument that the adoption of a decoupling

mechanism for SW G would not warrant a lower rate of  return for the17

18

19

20

21

22

23

Company?

I agree with Mr. Hanley that this is simply a matter of  common sense.

However, I believe that common sense says that if  SWG's revenues are

stabilized, the risks are clearly shifted to the ratepayers as opposed to the

Company - which has the ability to control the majority of  its operating

expenses and pass through its cost of natural gas to customers.

A.

Q.

Q.

A.

23
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1 Are there any states that  you are aware of  that  have made downward

LDC's authorized rate o f  r e t u rn d u e  t o the2

3

4

5

adjustments to an

implementation of a revenue decoupling mechanism?

Yes. On pages 11 and 12 of his April 2006 briefing paper titled Revenue

Decoupling for Natural Gas Utilities (Attachment E), Ken Costello, a

6

7

8

g

Sen io r  Ins t i t u te  Economis t  w i t h  t he National Regulatory Research

Inst i tute,  c i tes the Maryland Publ ic  Serv ice Commission's  decis ion to

reduce the authorized rate of return for Baltimore Gas and Electric by 50

bas is  points  to ref lec t  the reduced revenue r isk assoc iated wi th that

10 Such an adjustment would lower my

11

utility's decoupling mechanism.

recommended cost of capital from 8.83 percent to 8.33 percent.

12

13 Does your silence on any of the positions advocated by Mr. Wood or Mr.

14

15

Hanley constitute your acceptance of them?

No, it does not.

16

17 Does this conclude your surrebuttal testimony on SWG?

18

A.

Q.

A.

Q.

A.

Q.

Yes, it does.
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Summary:

Southwest Gas Corp .

The ratings on Las Vegas, Nev.-based Southwest Gas Corp. reflect its strong business risk profile and aggressive

financial risk profile. The ratings are based on the consolidated credit profile of its natural gas operations segment

(87% of operating income in 2007) and its construction services business, Northern Pipeline Construction Co.

(NPL; 13%).

Rationale

Southwest Gas' strong business risk profile reflects a large, stable, residential, and commercial customer base of

about 1.8 million customers, strong customer growth prospects in Arizona (54% of customers), Nevada (36%), and

California (10%), the absence of competition, and relatively low operating risks. Challenges associated with

improving its regulatory cost-recovery mechanisms, ownership of a small, unregulated construction and

maintenance business, gradual reductions in total gas volumes, and limited geographic service territory temper the

company's strong business profile.

The Arizona Corporation Commission (ACC), the Public Utilities Commission of Nevada, and the California Public

Utilities Commission each regulate Southwest Gas. Each regulatory commission provides the company with various

cost-recovery mechanisms. However, we view the ACC regulatory oversight as less supportive of credit than other

jurisdictions due to its limitations on purchased-gas cost recoveries and rate design that is solely based on gas

throughput. This type of rate design exposes the company to reduced cash flows as volumes decline related to

conservation. Decoupling, an alternate rate design, separates the utility's margins and cash flow from commodity

sales and encourages conservation. These mechanisms are currently under consideration as part of the company's

most recent rate case.

Slowing customer growth, reduced total throughput, and improved rate design are among the reasons for Southwest

Gas' recent rate filings. While Southwest Gas' annual customer growth averaged more than 4% over the past five

ears the com an ex acts future roth to be onl 1.5% to 3% due to the de reseed real estate market conditions.Y 3 P y P g Y P
Des ire strop historical customer roth statistics annual total consurn son has nevertheless do ed 1% erP g g 9 P PP p
year, on average, since 2003, due to conservation efforts, making rate design a key credit driver for the company.

Credit Rating:

Southwest Gas' nonregulated subsidiary, NPL, is not currently a significant rating factor because most of its

contracts shield Southwest Gas from the majority of costs. In addition, about 20% of reL's revenues are derived

from Southwest Gas' gas operations.

Southwest Gas has an aggressive financial risk profile, with bondholder protection measures that are currently

strong for the rating, which supports the positive outlook. We expect near-term performance to remain strong for

the rating with additional improvements from customer growth and regulatory rate increases. As of Dec. 31, 2007,

total debt, including operating leases and tax-affected pensions and post-retirement obligations, was about $1.5

billion with debt to capital of almost 60%. Benefitting from customer growth and regulatory rate increases, cash

flow metrics have improved over the past few years, with 2007 adjusted funds from operations (FPO) to total debt

Standard 86 Poor's RatingsDirect | April 24, 2008
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Summary: Southwest Gas Corp.

of 20% and FPO interest coverage of about 4x, compared with 14% and 3.4x, respectively, in 2005.

Liquidity

Southwest Gas maintains adequate liquidity. As of Dec. 31, 2007, the company had $32 million in cash and $291

million available under its $300 million credit facility, which matures in April 2012. Natural gas purchases and

capital outlays related to growth in the service territory are the primary uses of liquidity. Natural gas sales are

seasonal, with peak usage in the winter months. Natural gas prices and weather patterns primarily determine

liquidity needs.

Given the low-risk nature of Southwest Gas' regulated utility operations and healthy service territory, the company

should generate reasonably stable cash flow. The company reported cash from operations of almost $350 million for

2007, which will not fully covet annual dividends (about $36 million), annual capital expenditures (about $300

million forecast for 2008 and about $550 forecast for 2009-2010 combined), and near-term debt maturities ($38

million due in 2008 and $10 million in 2009). To bridge the funding gap, the company expects to raise $70 million

to $80 million through stock offerings, borrow under its revolving credit facility, or through other external means.

Outlook
The outlook on Southwest Gas is positive. The positive outlook reflects Standard BC Poor's Ratings Services'

expectation that the company's improved financial performance could lead to a higher rating over the near term. We

could revise the outlook to stable if financial performance deteriorates from current levels as a result of unfavorable

regulatory actions, an increase in leverage, or material reductions in customer usage (either due to weather or

efficiency) without adequate regulatory protections.

www.standardandpoors.com/ratingsdirect 3
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Southwest Gas Corp.

BBB»/P0sitive/--

•

•

Major Rating Factors
Strengths:

A low-risk natural gas distribution business;

A favorable customer mix and high growth service territories;

Purchased-gas adjustment (PGA) mechanisms that eliminate a majority of

the company's exposure to commodity prices; and

Strong cash flow measures and declining debt leverage.•

•

•

Weaknesses:

Absence of weather normalization and decoupling rate structures, which expose the company's earnings and cash

flow to conservation and weather-related sales variations;

Elevated projected capital expenditures of about $290 million per year;

Moderate exposure to the effects of natural gas price volatility on PGA receivable balances and potential liquidity

requirements; and

Long-term capital or contracting requirements with regard to natural gas storage capability for the company's

Arizona and Southern Nevada service areas.

•

Rationale
The ratings on Las Vegas, Nev.-based Southwest Gas Corp. reflect its strong business risk profile and aggressive

financial risk profile. The ratings are based on the consolidated credit profile of its natural gas operations segment

(87% of operating income in 2007) and its construction services business, Northern Pipeline Construction Co.

(NPL; 13%).

Southwest Gas' strong business risk profile reflects a large, stable, residential, and commercial customer base of

about 1.8 million customers, strong customer growth prospects in Arizona (54% of customers)-, Nevada (36%), and

California (10%), the absence of competition, and relatively low operating risks. Challenges associated with

improving its regulatory cost-recovery mechanisms, ownership of a small, unregulated construction and

maintenance business, gradual reductions in total gas volumes, and limited geographic service territory temper the

company's strong business profile.

The Arizona Corporation Commission (ACC), the Public Utilities Commission of Nevada, and the California Public

Utilities Commission each regulate Southwest Gas. Each regulatory commission provides the company with various

cost-recovery mechanisms. However, we view the ACC regulatory oversight as less supportive of credit than other

jurisdictions due to its limitations on purchased-gas cost recoveries and rate design that is solely based on gas

throughput. This type of rate design exposes the company to reduced cash flows as volumes decline related to

conservation. Decoupling, an alternate rate design, separates the utility's margins and cash flow from commodity

sales and encourages conservation. These mechanisms are currently under consideration as part of the company's

most recent rate case.

Slowing customer growth, reduced total throughput, and improved rate design are among due reasons for Southwest

Standard 86 Poor's RatingsDirect | April 24, 2008 2.
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Gas' recent rate filings. While Southwest Gas' annual customer growth averaged more than 4% over the past five

years, the company expects future growth to be only 1.5% to 3% due to the depressed real estate market conditions.

Despite strong historical customer growth statistics, annual total consumption has nevertheless dropped 1% per

year, on average, since 2003, due to conservation efforts, making rate design a key credit driver for the company.

Southwest Gas' nonreguiated subsidiary, NPL, is not currently a significant rating factor because most of its

contracts shield Southwest Gas from the majority of costs. In addition, about 20% of reL's revenues are derived

from Southwest Gas' gas operations.

Southwest Gas has an aggressive financial risk profile, with bondholder protection measures that are currently

strong for die rating, which supports the positive outlook. We expect near-term performance to remain strong for

the rating with additional improvements from customer growth and regulatory rate increases. As of Dec. 31, 2007,

total debt, including operating leases and tax-affected pensions and post-retirement obligations, was about $1.5

billion with debt to capital of almost 60%. Benefitting from customer growth and regulatory rate iNcreases, cash

flow metrics have improved over the past few years, with 2007 adjusted funds from operations (FPO) to total debt

of 20% and FFO interest coverage of about ex, compared with 14% and 3.4x, respectively, M 2005.

Liquidity

Southwest Gas maintains adequate Liquidity. As of Dec. 31, 2007, the company had $32 million in cash and $291

million available under its $300 million credit facility, which matures in April 2012. Natural gas purchases and

capital outlays related to growth in die service territory are the primary uses of liquidity. Natural gas sales are

seasonal, with peak usage in the winter months. Natural gas prices and weather patterns primarily determine

liquidity needs.

Given the low~risk nature of Southwest Gas' regulated utility operations and healthy service territory, the company

should generate reasonably stable cash flow. The company reported cash from operations of almost $350 million for

2007, which will not fully cover annual dividends (about $36 million), annual capital expenditures (about $300

million forecast for 2008 and about $550 forecast for 2009-2010 combined), and near-term debt maturities ($38

million due in 2008 and $10 million in 2009). To bridge the funding gap, the company expects to raise $70 million

to $80 million through stock offerings, borrow under its revolving credit facility, or through other external means.

The outlook on Southwest Gas is positive. The positive outlook reflects Standard 86 Poor's Ratings Services'

expectation that the company's improved financial performance could lead to a higher rating over the near term. We

could revise the outlook to stable if financial performance deteriorates from current levels as a result of unfavorable

regulatory actions, an increase in leverage, or material reductions in customer usage (either due to weather or

efficiency) without adequate regulatory protections.

Outlook

Accounting
Standard ac Poor's adjusts Southwest Gas' financial statements for operating leases and pension and post-retirement

obligations. The adjustment includes adding a debt equivalent, interest expense, and depreciation to the company's

reported financial statements. As a result, debt equivalents of $24 million are added for operating leases and $90

million for pension and post-retirement obligations.

www.standardandpoors.cnm/ratingsdirect
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Due to the distortions in leverage and cash flow metrics caused by the substantial seasonal working-capital

requirements of gas utilities, Standard 86 Poor's adjusts inventory and debt balances by netting the value of

inventory against the outstanding commercial paper for regulated subsidiaries. This adjustment provides a more

accurate view of the company's financial performance by reducing seasonality, where there is a very high likelihood

of recovery. As inventories are depleted and accounts receivable are monetized, with support from commodity

pass-through mechanisms, these funds reduce the utility's short~term borrowings.

Standard BC Poor's views Southwest Gas' $100 million of trust-preferred securities as having " intermediate equity

content" . Under our hybrid criteria, we calculate the company's financial ratios with 50% of the outstanding

balance attributed to debt and 50% to equity. Similarly, we treat 50% of the associated distributions as dividends

and 50% as interest.

Southwest Gas prepares its financial statements using SFAS No. 71, " Accounting for Effects of Certain Types. of

Regulation." Consequently, Southwest Gas recorded certain regulatory assets and liabilities as of Dec. 31, 2007, of

$218 million and $226 million, respectively. Net regulatory assets represent less than 1% of total capitalization.

Table 1

Industry Sector: Gas

(Mi l . $)

Hating as of April 17, 2008

Revenues

Net income from cont. aper.

Funds from operations (FFO)

Capital expenditures

Cash and investments

Debt

Preferred stock

Equity

Debt and equity

Standard 86 Poor's RatingsDirect | April 24, 2008

Standard & Poor's. All rights resewed. No reprint or dissemination without S&P?s permission. See Terms of Use/Disclaimer on the last page.

Adjusted ratios

EBIT interest coverage (x)

FFO inf. coy. (x)

FFo/debt (%)

Discretionary cash flow/debt (%)

Net cash fl0w/capex (%)

Debt/totai capital (%)

Return on common equity (%)

Common dividend payout ratio
(in-adj.) (%)

Ratios before adjustments for postretirement obligations

Over. income/sales (bet. D8A) (%)

Southwest Gas Corp.

BBB-/Positive/~

1,963.7
70.3
256.0
327.2
25.8

1 ,490.6
50.0
910.5

2.401 .1

2.2

3.7

17.2

(4.3)

65.8

52.1

8.2

47.9

18.8

NiSource Inc.

BBB-/stable/~

--Average of past three fiscal years--

12.552.4

7,7763
303.0
867.3
597.9
46,2

7,705.8
27.0

4,946.5

2.1
2.B

11.3
(0.1)
88.2
50.9
5.8

B2.9

19.8

BBB/Positive/A-2

CenterPoint Energy Resources
Corp.

7,791 .3
229.0
524.7
584.0
12.3

2,885.9
0,0

2,948.7
5,634.5

2.9
3.5

19.5
(14.4)
75.3
47.7
7.9

43.7

9.5

Southwest Gas Corp.

At nos Energy Corp.

BBB/Positive/A-2

5,570.9
150.7
411.6
411 .1
97.8

2,839,1
0.0

1,674.3
4,313.4

2.7

3. 5

15.6

(3.9)

74 . 7

61 .2

9. 3

69. 2

10.4

4
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Southwest Gas Corp.

Table 1

EBIT interest coverage (x)

FFo/debt (%l

Debt/EBITDA (x)

Debt/total capital ('/=l

*Fully adjusted (including postretirement obligations).

2.2

17.9

3.8

60.0

2.1

11,4

4.8

59.1

2.9

19.9

3.6

47.0

2.6

16.8

4.3

59.2

Table 2

Industry Sector: Gas

2007

--Fiscal year ended Dec. 31--

zoos 2005 2004 2003

Rating history BBB-/Positive/-- BBB-/Stable/» BBB-/stable/" BBB-/stable/-- BBB»/Stable/»

(Mil. S)

Revenues

Net income from continuing operations

Funds from operations (FFO)

Capital expenditures

Cash and investments

Debt

Preferred stock

Equity

Debt and equity

2,152.1
83.2

290.5
344.7
32.0

'l,476.4
50.0

1 ,D33.7
2,510.1

2,024.8
83.9

260.0
343.0
18.8

1 ,488.1
50.0
951 .4

2,439.6

1,714.3
43.8

217.4
294.1
29.6

1,507.3
50.0

746.4
2,253.7

1 ,477.1
55.8

252.0
301 .9
13.6

1,453.9
50.0

584.6
2,138.5

1,231 .0
38.5
228.5
239.8
'l7.2

1,325.1
50.0

819.3
1,944.4

Adjusted ratios

EBIT interest coverage (x)

FFO inf. coy. (x)

FFo/debt (%)

Discretionary cash fl0w/debt (%)

Net cash flow/capex (%)

Debt/debt and equity (%)

Return on common equity (%)

Common dividend payout ratio (in-adj.) (%i

2.5
4.0

19.7
(1 .4)
72.7
58.8
8.7

43.8

2.4
3.7

17.5
(5.8)
54.9
61.0
9.8

39.9

1 .8
3.4

14.4
(5.4)
62.0
66.9
5.7

71 .3

2.0
3.9

17.3
(11 .91
72.7
88.0
8.4

50.8

1.7
3.8

17.2
(411)
82.1
58.2
5,9

7t .9

Ratios before adjustments for postretirement obligations

Open. income/revenues (bet. D&A) (%)

EBIT interest coverage (x)

FFo/debt (%)

Debt/EBITDA (x)

Debt/debt and equity (°/>)

*Fully adjusted (including postretirement obligations),

19.0

2.4

20.3

3.4

57.3

18.9

2.4

18.2

3.5

59.3

18.2

1.8

15.2

4.5

63,7

21.9

2.1

18.2

4.3

84.5

22.8

1.7

17.8

4.5

55.0
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Southwest Gas Corp.

Table 3

--Fiscal year ended Dec. 31, 2007--

Southwest Gas Corp. reported amounts

Debt
Shareholders'
equity

Operating
income
(before
D&A)

Operating
income
(before
D&A)

Operating
income
(after
D&A)

Cash flow Cash flow
Interest from from Dividends Capital
expense operations operations paid expenditures

Reported 1,413.1 983.7 403.1 403.1 220.6 96.2 347.8 347.8 3633 340.9

Standard & Poor's adjustments

Operating
leases

24.0 5.2 1.8 1 .8 1_6 4.5 4.5 5.1

Intermediate
hybrids
reported as
debt

(50.0) 50.0 (3.9) 3.9 3.9 3.9

Postretirement
benefit
obligations

89.2 5.4 5.4 5.4 8.9 8.9

Capitalized
interest

1.3 us) (1.3) (1.3)

6.5Reclassification
gr ncnoperating
income
(expenses)

Reclassification
of
working-capital
cash flow
changes

(73.2)

Total
adjustments

63.3 50.0 11.5 7.0 13.6 (0.9) 18.0 (57.2) 3.9 3.8

Standard & Pour's adjusted amounts

Debt Equi ty

Operating
income
(before
D&A) EBITDA EBIT

Cash flow Funds
Interest from from Dividends Capital
expense operations operations paid expenditures

Adjusted

*Southwest Gas Corp. reported amounts shown are taken from the company's financial statements but might include adjustments made by data providers or reclassifications
made by Standard & Poor's analysts. Please note thattwo reported amounts (operating income before D8iAand cash flow from operations) are used to derive more than one
Standard & Poor's-adjusted amount (operating income before D&A and EBITDA, and cash flow from operations and funds from operations, respectively). Consequently, the
first section in some tables may feature duplicate descriptions and amounts.

1 ,476.4 1.033.7 414.6 410.1 234.2 95.3 363.8 290.6 40.1 344]

Southwest Gas Corp.

BBB-/P0sitive/--

BB

Corporate Credit Rating

Preferred Stock

Local Currency

Senior Unsecured

Local Currency BBB~

Corporate Credit Ratings History

13~Mar-2007 BBB~/Positive/--

Standard 86 Poor's RatingsDirect | April 24, 2008
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Southwest Gas Corp.

t1-Aug-2003

01 -Feb-2001

Financial Risk Profile

BBB-/stable/--

BBB-/Negative/-~

Aggressive

Debt Maturities

As of Dec. 31, 2007:

20082 $38.1 mil.
2009: $10.4 mil.
2010: $5.4 mil.
2011: $202.8 mil.
20122 $350.1 mil.
Thereafter: $597.0 mil.

*Unless otherwise noted, all ratings in this report are global scale ratings. Standard 81 Poor's credit ratings on the global scale are comparable across countries. Standard
& Poor's credit ratings on a national scale are relative to obligors or obligations within that specific country,

www.standardandpours.com/ratingsdirect
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Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities designed to preserve the independence and objectivity
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herein, contact Client Sen/ices, 55 Water Street, New York, NY 10041; (1)212.43B.9823 or by e-mail to: research_request@standardandp00rs.com.
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Arizona Public Service Company
A.C.C. Docket No. E-01345A-05-0816

Direct Testimony: S.G. Hill

Schedule 8 attached to this testimony shows the detail regarding the CAPM

analysis. The average beta coefficients for the electric utility sample group was 0.83.

Schedule 8 shows a CAPM cost of capital for the electric companies ranging from 9.23%

to 10.56%.

Schedules 9 and 10 shows the theoretical basis and the data and calculations,

respectively, for theModified Earnings Price Ratio (MEPR) analysis. The MQEPR

analysis indicates a current cost of equity capital for electric companies in a narrow range

ham 8.79% to 9.13%. Finally, Schedule l l attached to this testimony contains the

supporting detail for the Market-to-Book Ratio (MTB) analysis, which indicates a current

cost of equity capital for the electric utility companies of 9.31% (near-term) to 9.38%

(long-term).

c. SUMMARY

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Q. PLEASE SUMMARIZE THE RESULTS OF YOUR EQUITY CAPITAL COST

ANALYSES FOR THE SAMPLE GROUP OF SIMILAR-RISK ELECTRIC UTILITY

COMPANIES.

A. My analysis of the cost of common equity capital for the sample group of electric utility

companies is summarized in the table below.

METHOD
Electric Utility

Companies

DCF

CAPM

MEPR

MTB

9.44%

9.23%/10.56%

9.13%/8.79%

9.31%/9.38%

21

22

23

24

For the electric utility sample group, the DCF result is 9.44%. In addition, the

corroborating cost of equity indications (MEPR, MTB, and CAPM) indicate that DCF

result is reasonable. Averaging the lowest and highest results of all the corroborative

analyses for the electric companies produces and equity cost range of 9.11% to 9.69%,

42



Arizona Public Service Company
A.C.C.Docket No. E-01345A-05-0816

Direct Testimony: S.G. Hill

with a mid-point of 9.40%, only 4 basis points below the DCF result.

Therefore, weighing all the evidence presented herein, my best estimate of the

cost of equity capital for a company like Arizona Public Service, facing similar risks as

this group of electric utilities, ranges from 9.25% to 9.75%, with a mid-point of 9.50%.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

2 3

2 4

2 5

26

27

28

29

Q. ARE THERE OTHER FACTORS TO BE CONSIDERED BEFORE DETERMINING A

POINT-ESTIMATE FOR APS WITHIN A REASONABLE RAGE FOR SIMILAR-

RISK FIRMS?

A. Yes. First, the electric sample group companies have similar operating risk to APS. The

average S&P business risk score of my sample of electric utilities is 6-the same as that

for APS. Therefore, on that basis there would be no reason to adjust the equity return

from the mid-point of a reasonable range. However, because the capital structure I

recommend for ratesetting purposes contains considerably more common equity and less

debt than average for the sample group, APS, prospectively will have less financial risk

than the sample group and should be awarded an equity return below the mid-point of a

reasonable range.

Q. IS THERE A RECOGNIZED METHOD VVITH WHICH DIFFERENCES IN

FINANCIAL RISK CAN BE QUANTIFIED?

A. Yes. The cost of equity capital is affected by the capital structure a company employs.

When a company increases the proportion of debt in its capital structure, it increases the

riskiness of its equity. Financial risk (created by the use of debt in the capital structure)

causes investors to demand a higher rate of return, that is, financial risk increases the cost

of equity capital.

The impact of debt leverage on the cost of equity capital can be approximated

through an examination of the changes in beta, which occur when leverage is increased

or decreased. The Value Line betas for the sample companies used in my cost of capital

analysis in this proceeding reflect the market's (investors') perception of both the

business risks and the financial risks of a firm. That is, one portion of the beta of a firm is

43
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Direct Testimony: S.G. Hill

1

2

3

4

5

6

7

8

9

10

11

related to the business risk of the firm (the risk inherent in its operations) and one portion

of the beta is related to the financial risk of that firm (the risk associated with the use of

debt). Therefore, if a firm elects to finance its operations with debt as well as equity, the

beta coefficient of that firm will reflect both the business and financial risk. When a firm

uses debt to finance its operations, the beta can also be referred to as a "levered" beta

(i.e., a beta coefficient that includes the impact of debt leverage).

The average beta coefficient of the sample group of utilities can be "unlevered."

That is, the beta-risk related to the level of debt capital used by the firm can be removed.

"Unlevering the betas" amounts to estimating what the average beta would be if the

companies were financed entirely with equity capital. Equation (2) is used to estimate the

unlevered beta for a firm or a group of similar-risk firms.19

12

13
_ BMeasured

lU - (1+(1-t)D/E) (2)

14

15

16

17

18

19

20

21

22

23

Equation (2) indicates that an estimate of the unlevered beta (Bu) of a film can be

calculated by dividing the measured beta (Bmeasu,ed, e.g. the beta coefficient reported by

investor services such as Value Line) by one plus the average debt-to-equity ratio,

adjusted to account for taxes. The debt-to-equity ratio is measured using the average

market value of the sample group's common equity capital. Once the unlevered beta for

the firm (or, in this case, for the sample group of market-traded utility companies) is

calculated, the beta coefficient is "re-levered" and adjusted to conform to the less

leveraged capital structure of APS, which contains 50% common equity. The formula

used to "re-lever" the utility betas is shown below.

24

25 BRelevered = 1311 (l+ (1-t)D/E) (3)

26

19Equation (1) is a version of the Hamada equation which combines the Miller-Modigliani theories
regarding capital strLlcture and the logic of the CAPM: Hamada, R.S., "Portfolio Analysis, Market
equilibrium and Corporation Finance," Journa l  o f  F inanc e , March 1969, pp. 13-31.

44
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Direct Testimony: S.G. Hill

1 Equation (3) states that the relevered beta equals the unlevered beta (BU) multiplied

times one plus the target debt-to-equity ratio (in this case APS's ratemaking capital

structure--50% equity/50% debt), again adjusted for taxes.

Schedule 12 shows that, the average capital structure of the sample group of

electric companies used to estimate the cost of equity capital in my direct testimony

consists of 45.13% common equity and 54.69% fixed-income capital. That capital

structure, adjusted to market levels by an average 1.69 market-to-book ratio and

accounting for a 35% tax rate, produces an average value for (1-t)D/E in Equation (2) of

0.53.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

Schedule 12 shows further that the measured (average Value Line) beta

coefficient of the sample group of gas utility firms is 0.83, and the unlevered beta

coefficient of those firms (i.e., what the average beta would be if those finns were

financed entirely with common equity) is 0.54. When that beta is "relevered" using the

methodology described above to conform to APS's ratemaking capital structure, the

resulting average beta coefficient is 0.75, an decrease in beta of 0. 079 due to the sample

group's lower average equity capitalization ["measured" beta of 0.83 vs. "relevered" beta

of 0.75 l].

Finally, with the increase in beta determined, the CAPM can be used to estimate

the impact of that adjustment on the cost of capital. A review of the CAPM equation

(Equation (i) in Appendix D) indicates that the beta coefficient is multiplied by the

market risk premium (rm - rf) as a step in the determination of the cost of capital.

Therefore, it is possible to measure the impact of an adjustment to beta by multiplying

the difference in the measured and relevered betas of the electric companies by the

market risk premium.

As I noted in my discussion of the CAPM analysis in Appendix D, the long-term

historical market risk premium provided by Ibbotson Associates' historical database is

5% to 6.6%. I also discuss the fact that the most recent research by Fame and French

regarding the market risk premium indicates that the Ibbotson historical risk premium

data overstate investor expectations, which are a return of 2.5% to 4.5% over the risk-free

45
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

rate of interest.20 lbbotson has also published a paper recently, which indicates that

investors can expect returns in the future of from 4% to 6% above the risk-free.-21

Therefore, for purposes of this analysis, I will use a range of market risk premium from

4% to 6%.

As shown in Schedule 12, an decrease in the average beta coefficient of 0.079,

multiplied by a market risk premium ranging from 4% to 6%, indicates an decrease in the

cost of equity capital due to reduced leverage at APS of from 32 to 48 basis points (0.079

X 4%-6% : 0.317%-0.476%).

The mid-point of the cost of common equity for the electric utility sample group,

presented previously is 9.50%. Although the equity return decrement indicated is slightly

higher, recognizing the decrease in financial risk due to reduced leverage at APS, a cost

of equity of 9.25% for ratemaking purposes is reasonable. That represents a decrease in

the cost of equity for APS (with a 50% common equity ratio) of 25 basis points below the

mid-point of a reasonable range for electric utility operations, which are capitalized on

average with about 45% common equity.

It is important to emphasize here that if the Commission elects to utilize the

Company's requested 54.5% common equity ratio for ratesetting purposes, rather than

the 50% I recommend, the equity return decrement due to lower financial risk would

have to be greater than the 25 basis points I recommend. If a "target" capital common

equity ratio of 54.5% were substituted in Schedule 12, the "relevered" beta would be

0.72, rather than the 0.75 used in my analysis. Also the indicated reduction in the cost of

equity would range from 0.45% to 0.68%. Those data indicate that if this Commission

elects to set rates for APS using its requested capital structure, an equity return decrement

of 50 basis points would be reasonable.

25

26 Q. DOES THAT 9.25% EQUITY COST ESTIMATE INCLUDE AN INCREMENT FOR

20 Fame, E., French, K., "The Equity Premium,"The Journal of Finance,Vol. LVII, No. 2, April 2002, pp.
637-659.
21 Ibbotson, R, Chen, P., "Long-Run Stock Returns: Participating in the Real Economy,"Financial
Analysts Journal,January/February 2003, pp. 88-89.
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25

26

27

28

29

FLOTATION COSTS?

A. No, it does not.

Q. CAN YOU PLEASE EXPLAIN WHY AN EXPLICIT ADIUSTMENT TO THE COST

OF EQ[j]TY CAPITAL FOR FLOTATION COSTS IS UNNECESSARY?

A. An explicit adjustment to "account for" flotation costs is unnecessary for several reasons.

First, it is often said that flotation costs associated with common stock issues are exactly

like flotation costs associated with bonds. That is not a correct statement because bonds

have a fixed cost and common stock does not. Moreover, even if it were true, the current

relationship between the electric utility sample group's stock price and its book value

would indicate a flotation cost reduction to the market-based cost of equity, not an

increase.

When a bond is issued at a price that exceeds its face (book) value, and that

difference between market price and the book value is greater than the flotation costs

incurred during the issuance, the embedded cost of that debt (the cost to the company) is

lower than the coupon rate of that debt.

In the current economic environment for the electric utility common stocks

studied to determine the cost of equity in this proceeding, those stocks are selling at a

market price 69% above book value. (Exhibit_(SGH-1), Schedule 4, p. 1) The

difference between the market price of electric utility stock and book value dwarfs any

issuance expense the companies might incur. Therefore, if common equity flotation costs

were exactly like flotation costs with bonds, then, if an explicit adjustment to the cost of

common equity were necessary, it should be downward, not upward.

Second, flotation cost adjustments are usually predicated on the prevention of the

dilution of stockholder investment. However, the reduction of the book value of

stockholder investment due to issuance expenses can occur only when the utility's stock

is selling at a market price at to or below its book value. As noted, the companies under

review are selling at a substantial premium to book value. Therefore, every time a new

share of that stock is sold, existing shareholders realize an increase in the per share book
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value of their investment. No dilution occurs, even without any explicit flotation cost

allowance.

Third, the vast majority of the issuance expenses incurred in any public stock

offering are "underwriter's fees" or "discounts". Underwriter's discounts are not out-of-

pocket expenses for the issuing company. On a per share basis, they represent only the

difference between the price the underwriter receives from the public and the price the

utility receives from the underwriter for its stock. As a result, underwriter's fees are not

an expense incurred by the issuing utility and recovery of such "costs" should not be

included in rates.

In addition, the amount of the underwriter's fees are prominently displayed on the

front page of every stock offering prospectus and, as a result, the investors who

participate in those offerings (e.g., brokerage firms) are quite aware that a portion of the

price they pay does not go to the company but goes, instead, to the underwriters. By

electing to buy the stock with that understanding, those investors have effectively

accounted for those issuance costs in their risk-return framework by paying the offering

price. Therefore, they do not need any additional adjustments to the allowed return of the

regulated firm to "account" for those costs.

Fourth, my DCF growth rate analysis includes an upward adjustment to equity

capital costs which accounts for investor expectations regarding stock sales at market

prices in excess of book value, and any further explicit adjustment for issuance expenses

related to increases in stock outstanding is Lmnecessary.

Fifth, research has shown that a specific adjustment for issuance expenses is

unnecessary22. There are other transaction costs which, when properly considered,

eliminate the need for an explicit issuance expense adjustment to equity capital costs. The

transaction cost that is improperly ignored by the advocates of issuance expense

adjustments is brokerage fees. Issuance expenses occur with an initial issue of stock in a

primary market offering. Brokerage fees occur in the much larger secondary market

22 "A Note on Transaction Costs and the Cost of Common Equity for a Public Utility," Habr, D.,National
Regulatorv Research Institute Ouarterlv Bulletin, January 1988, pp. 95-103.
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where pre-existing shares are traded daily. Brokerage fees tend to increase the price of

the stock to the investor to levels above that reported in the Wall Street Journal, i.e., the

market price analysts use in a DCF analysis. Therefore, if brokerage fees were included

in a DCF cost of capital estimate they would raise the effective market price, lower the

dividend yield and lower the investors' required return. If one considers transaction costs

that, supposedly, raise the required return (issuance expenses), then a symmetrical

treatment would require that costs that lower the required return (brokerage fees) should

also be considered. As shown by the research noted above, those transaction costs

essentially offset each other and no specific equity capital cost adjustment is warranted.

Q. WHAT IS THE OVERALL COST OF CAPITAL FOR APS's INTEGRATED UTILITY

OPERATIONS, BASED ON AN ALLOWED EQUITY RETURN OF 9.25%?

A. Schedule 13 attached to my testimony shows that an equity return of 9.25%, operating

through an appropriate ratemaking capital structure of 50% equity and 50% debt, and the

Company's requested embedded capital cost rates, produces an overall return of 7.33%

for APS. Schedule 13 also shows that a 7.33% overall cost of capital affords the

Company an opportunity to achieve a pre-tax interest coverage level of 3.85 times.

According to APS's 2005 S.E.C. Form I0-K (Exhibit 12), the pre-tax interest

coverage over the past five years has averaged 2.94x and has ranged from 2.8lx to 3. lax.

The return I recommend would allow the Company the opportunity to improve its

historical average interest coverage. Therefore, the equity return I recommend fulfills the

legal requirement ofHope and Bluefield of providing the Company the opportunity to

earn a return which is commensurate with the risk of the operation and serves to support

and maintain the Company's ability to attract capital.

v. CQMPANY COST OF CAPITAL TESTIMONY
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Q- HOW HAS COMPANY WITNESS AVERA ESTIMATED THE COST OF EQUITY

CAPITAL IN THIS PROCEEDING?
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Exhibit_(SGH-1)
Schedule 12

ARIZONA PUBLIC SERVICE COMPANY
LEVERAGE/BETA ADJUSTMENT TO THE COST OF EQUITY CAPITAL

COMPANY

COMMON
EQLHTY

FD<ED

INCOME

CAPITAL

M/B
RATIO

MKT. VALUE
DEB T(1 -0/EQ.

Central Vermont P. S.

FirstEnergy Corp.

Green Mountain Power

Progress Energy

Ameren Corp.

Cleco Corporation

DPL, Inc.

Empire District Electric

Energy Corp.

Hawaiian Electric

PNM Resources

Pinnacle West Capital

Unisource Energy

63.00%

45.00%

56.00%

41.00%

50.00%

52.00%

35.00%

46.00%

46.00%

37.00%

38.00%

48.00%

32.00%

37.00%

55.00%

44.00%

59.00%

50.00%

48.00%

65.00%

54.00%

54.00%

63.00%

62.00%

52.00%

68.00%

1.05

1.77

1.30

1.29

1.58

1.52

4.51

1.37

1.77

1.77

1.31

1.11

1.64

0.36

0.45

0.39

0.73

0.41

0.39

0.27

0.56

0.43

0.63

0.81

0.63

0.84

AVERAGES 45.31% 54.69% 1.69 0.53

TARGET CAP. STRUCTURE 50.00% 50.00% 1.69 0.38

AVERAGE (LEVERED) UTILITY BETA = 0.83

Beta (Unlevered) : Beta(Levered)/(1+D(]-t)/E)

Beta (Un1evered)= 0.83/(1+.53)= 0.54

B eta (Relevered)= Bela (Url evered)*(1 +D(1 -t)/E)

Beta (Re1evered)= 0.54(1 .38)= 0.75

IMPACT ON COST OF EQUITY CAPITAL

Measured Beta
Relevered Beta

0.830

0.751

[1] Diff. in Beta 0.079

[2] Market Risk Premium (rm-rf) = 4% to 6%

Average Cost of equity impact = [1] x [2] 0.32% to 0.48%
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New Regulatory Finance

DCF Growth Rate Check

As a reasonableness check on the DCF growth rate, the growth rate iii dividends
can be verified using the following relationship:'6

Dividend Growth Risk-free Return + Risk Premium Dividend Yield

For example, let us say that the yield on Treasury bonds as a proxy for the
risk-free return is 5%, the utility risk premium is 5.5% derived from a Capital
Asset Pricing Model (CAPM) analysis discussed in earlier chapters, and the
expected dividend yield for the utility industry is 4.5%. Substituting these
values in the above relationship, we obtain a dividend growth expectation of
6.0% as follows:

Dividend Growth Z 5.0% + 5.5% .-- 4.5% = 6.0%

9.6 Growth in the !\.!on-Constant DCF Model

Although the constant growth DCF model does have a long history, analysts,
practitioners, and academics have come to recognize that it is not applicable
in Many situations. A multiple-stage DCF model that better mirrors the pattern
of future dividend growth is preferable. There is a growing consensus and
ample empirical support that the best place to start is with security analysts'
forecasts, that is, assume that dividend policy is relatively constant and use
analyst forecasts of earnings growth as a proxy for dividend forecasts. The
problem is that from the standpoint of the DCF model that extends into
perpetuity, analysts' horizons are too short, typically five years. It is often
unrealistic for such growth to continue into perpetuity. A transition must occur
between the first stage of growth forecast by analysts for the first five years
and the company's long-term sustainable growdi rate. Accordingly, multiple-
stage DCF models of this transition are available and were described in Chapter
8. It is useful to remember that eventually all company growth rates, especially
utility services growdi rates, converge to a level consistent with the growth
rate of the aggregate economy.

\

A reasonable alterative to die constant growth DCF model is to use a muldple-
stage DCF model that more appropriately captures the path of future dividend

16 Equating the expected return from the standard DCF equation and the required
return from the CAPM equation:

K = D1/P +  g =
Rf + Risk Premium
Rf + cR,.. - Rf) from the CAPM

Solving for g:
8 = Rf + , - Rel .- D1/P
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Briefing Paper

Revenue Decoupling for Natural Gas
Utilities

Ken Costello
Senior Institute Economist

High natural gas prices have provoked recent proposals to modify long-held ratemaking
practices for gas utilities. Energy conservation has emerged as an option to address
the serious problem of consumers suffering from accelerating gas bills. W ith a
heightened emphasis on energy conservation, gas utilities have expressed concern
about the implications of lower gas usage for their linanciad stability. In response to
this situation, gas utilities as well as conservationists have advocated a ratemaking
mechanism generically labeled revenue decoupling (RD). From the perspective of gas
utilities, RD can prevent financial erosion from future reductions in consumption by gas
consumers. Conservationists view RD as indispensable in eliminating the disincentive
for gas utilities to promote energy conservation under standard ratemaking.

This briefing paper reviews the activities to date on the application of RD for gas
utilities. Five gas utilities presently have commission-approved RD mechanisms.
Several others have RD proposals pending before their state commissions. Consumer
groups and others have posed several arguments in disfavor of RD. Some state
commissions have endorsed RD while others have opposed it. This paper lists the
arguments on both sides together with an assessment of their merits.

EXECUTIVE SUIVIM ARY

This briefing paper tades a balanced perspective of RD by directing attention to both
the upside and downside of this ratemaking mechanism. It speciiiMly analyzes the
efficacy of RD in fostering prevailing regulatory and ratemaking objectives. The
paper's primary intent is to make state commissions as well as other policymakers
better informed on the likely outcomes of RD. While this paper concentrates on the
natural gas industry, much of its content applies equally to both the electric and water
industries.

Qnténts

Background

8 F!:.=»1:

14
Acti'»{i§lis

gimpgtng for R¢vqn1lE#§§€£nil plliig
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The author appreciates the helpful comments of Commissioner Richard Morgan, District of
Columbia Public Service Commission, Robert Harding, Minnesota Public Utilities Commission,
Bob Parley, Indiana Utility Regulatory Coinnmission, James F. Wilson, LECG LLC., and Dr.
Vivian Witldnd Davis on earlier drafts of this paper.

C

2

22



Reduced overall ri>.k to the
utility

Little effect on mccntnves for
customer-initiaied conservation

Le'~:s incentive e for utility to
promote 5a1e& and less
disincentive to promote energy
efficiency

Increased rate volatility
(although probably small
relative to the volatility of the
has commodity cost)

Base rates invar>ely related to
actual sales beta hen etc casa

Effect similar to shih ng
recovery of fixed costs to
customer charge, except for
possible intra-class subsidy
effect

Base rates would tend to be
higher (as the utility's average
cost would increase, assuming
lower sales). although some
offset from a possible Lou et con
of capital)

Uucmain of the ask and
m era ll economic welfare effect
OD consumers

4

Q
7

» .
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TABLE z
EXPECTED OUTCOMES FROM REVENUE DECOUPLING

Source: Author's camsuuct

standard ratemaking, rate design is
the third step in designing rates (the
first two are revenue requirement and
cost allocation). Rate design involves
setting actual billing elements (for
example, the customer charge and the
volumetric charge) to recover revenues
by customer class commensurate
with the determined costs allocated
to each class. As a rate design, RD
would allow a utility to recover the
same revenues for distribution service
irrespective of actual sales." In effect,
RD predetermines how much in
revenues the utility will collect from
those customer classes subject to the
mechanism. This fixity of revenues
reduces the risk to a utility from under-
recovering its revenues and suffering a
cash flow deficiency.

Although a utiliqv 's
overall risk might
decline, determining
how much would require
sophisticated quantitative
analysis.

Expected Outcomes from Revenue
Decoupling

this creates more stability in revenues,
cash flows and earnings. Under
revenue decoupling, for example,
revenue volatility for the utility caused
by a downturn in the local economy or
higher gas prices leading to fewer sales
would be less pronounced. Although a
utility's overall risk would seemingly
decline, exactly by how much would
require a sophisticated quantitative
analysis. In the order approving
Piedmont Gas' revenue decoupling
proposal, the North Carolina Utilities
Commission said that "Piedmont
argues that there is no evidence of
reduced risk to shareholders, but the
Commission disagrees on the basis of
the Company's own case...In a period
of declining per-customer usage, a
mechanism that decouples recovery
of margin from usage, without
requiring the utility to File frequent
rate cases or increase unpopular fixed
charges, clearly reduces shareholder
risk."49 Because of the company's RD
mechanism (Rider 8), the Maryland
Public Service Commission reduced

Table 2 lists the expected outcomes
from revenue decoupling. First, it
would obviously reduce a utility's risk
from sales flucfuations. For a utility,

The National Regulatory Research Institute
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the authorized rate of return on equity
for Baltimore Gas and Electric by 50
basis points to reflect reduced revenue
risk for the utility.

Essentially; the uti8{v
w o u l d  b e c o m e  i n h e re n t
to its sales. Second, revenue decoupling reduces

a utilitylv incentive to grow its
sales, or to o r new services, and,
simultaneous& provides a lesser
disincentive to promote energy
efficiency. Essentially the utility
becomes indifferent to the level of its
sales, assuming the utility achieves the
same earnings irrespective of actual
sales. This is probably more valid in
the short term. In the longer term, a
utility may prefer promoting sales to
the extent it helps support new capital
expenditures, which are rate based
and consequently add to the utility's
earnings.

any sales decline induced by revenue
decoupling would have little effect
on a utility's short-run non-gas costs.
This outcome is implicit under a RD
mechanism, as rates adjust upward
to compensate for the utility's higher
average cost stemming from fewer
sales.

If a utility_v's customers
collectivebf use less gas,
rates could rise.  But
reduced benefits would be
small  relat ive to real ized
benqi ts.

T h i r d ,  b e t w e e n  r a t e l i n g s  r e v e n u e
decoup l i ng  wou l d  resu l t  i n  an  i nverse
re laf ionshzp between the ut i l i l y l v  base
ra t e  and  ac t ua l  sa l es . F o r  e xa m p l e ,
i f  sa les drop because of  an aggressive
ef f o r t  by  t he  u t i l i t y  t o  promote  energy
conserva t i on ,underrevenuedecoup l i ng
this would increase the base rate in the
absence of  a rate t i l ing.

Fourth, as a corollary to  fewer
sales resulting, the utiliiy'5 short-
run average cost for non-gas service
would tend ro be higher." Logically,
as fixed costs cover less sales, average
cost would rise. The assumption of
lower sales seems valid even if the
utility has no special energy-efficiency
initiatives, the reason is that RD would
make the utility less motivated than
otherwise to increase its sales through
promotional practices. Since non-gas
service reflects a fixed cost business,

FWI1, RD would probably have
little e]§%ct on customer-initiated
energy ejciency." The benefits to a
customer from using less natural gas
sums to the delivered price (i.e., the
base rate plus the purchased gas costs)
times the amount of gas saved. For an
individual customer consuming less
gas, RD would have a miniscule effect
on a utility's rates. In other words, the
presumption here is that an individual
customer curtailing her use of natural
gas by itself would have no visible
effect on rates since the lost revenue
to the utility would be imperceptible
relative to total revenues. On the
other hand, if a utility's customers
collectively consume less gas, this
could cause rates to rise, In this event,
the benefits to individual customer
from energy conservation could
somewhat decline, but even here
the reduced benefits would be small
relative to the size of the realized
benefits. In recent years, for many
utilities the base rate for natural gas to
residential customer has fallen to less
than 30 percent of the total delivered
price." Assuming that RD causes the
base rate to increase by 2 percent with
the base rate representing 30 percent of
the delivered price, customers would
see an aggregated rate increase of 0.6
percent." Consequently, customers
would realize 0.6 percent less benefits
from energy conservation." As

12 The National Regulatory Research Institute

lIIIH l



DOCKETED BY M/

EXHIBIT

1

2 COMMISSIONERS

BEFORE THE AR1z'A'l2'6*na'E%¥8%l8l?JE'@8E4llRlll090mmIssI0n
D O C K E T E D

3

4

5

JEFF HATCH-MILLER, Chairman
WILLIAM A. MUNDELL
MARC SPITZER
MIKE GLEASON
KRISTIN K. MAYES

FEB 2 3 2005

DOCKET no. G~01551A-04-0876IN THE MATTER OF THE APPLICATION OF
SOUTHWEST GAS CORPORATION FOR
ESTABLISHMENT OF IUST AND REASONABLE
RATES AND CHARGES DESIGNED TO
REALIZE A REASONABLE RATE OF RETURN
ON THE FAIR VALUE OF THE PROPERTIES OF
SOUTHWEST GAS CORPORATION DEVOTED
TO ITS OPERATIONS THROUGHOUT THE
STATE OF ARIZONA.

DECISION no. 68487

OPINION AND ORDER

October 3, 4, 5, 6, 7 and 11, 2005

Phoenix, Arizona

6

7

8

9

10

11 DATES oF HEARING:

12 PLACE oF HEARJNG:

13 ADMINISTRATIVE LAW JUDGE:

14 IN ATTENDANCE :

15

Dwight D. Nodes

William A. Mundell, Commissioner
Marc Spitzer, Commissioner
Kristin K. Mayes, Commissioner

16 APPEARANCES:

17

18

Mr. Andrew W. Bettwy, Ms. Karen S. Heller and MI.
Justin Lee Brown, on behalf of Southwest Gas
Corporation;

Mr. Scott S. Wakefield, on behalf of the Residential
Utility Consumer Office;

Mr. Walter Meek, on behalf of the Arizona Utility
Investors Association,

19

20

2.1

22

Mr. Peter Q. Nyce, Jr., on behalf of the United States
Department of Defense;

23

24

Mr. Timothy M. Hogan, Arizona Center for Law in the
Public Interest, on behalf of Southwest Energy
Efficiency Project and Natural Resources Defense
Council;

I 25

I 26

Ms. Laura Sixkiller, ROSHKA, DEWULF & PATTEN,
PLC, on behalf of Tucson Electric Power Cofni>'ény§ kind

27 Mr. Jason Gellman and Ms. Diane Targovnik, Staff
Attorneys, Legal Division, on behalf of the Utilities
Division of the Arizona Corporation Commission.28

S:\DNodcs\SouthwestGas\O8cO.doc



DOCKET no..G-01551A;04-0876

TABLE OF CONTENTS

RatelApp1ication

REVENUE  'REQUIREMENT

Rate BaseIssues

Deferred IncOme Taxes

Completed ConstN1etioh'Not Classified

Pipe Replaceanent

Summary okRa;te Base AdjUstments

0pei'ating"Ihcome Issues

Sales and Marketing Wages for 37 Employees

Labor AnnUalization aNd 2005 Wage. Increases

American Gas Association Dues

TransmissiOn Integrity.Managernent Progra1n.Expemses

Sabannes-Oxley Comp1ia.nceExpehses

MaNagement InCentiVe Program

SUppleMental Executive Retirement Plan

MisCellaneOus Expenses

Southwest .Gas Lega1.Arguments

Net Operating Income

COST OF CAPITAL

.Capital StructUre

Cost of Common Equity

SouthWest Gas

10

l

3

Conclusion on Cost of Equity
AUTHORIZED INCREASE
RATE DESIGN ISSUES
Conservation Margin Tracker

Conclusion On CoNservation Margin Tracker
Allocation of Margin Among Customer Classes
Single-Family Residential Gas Sari/ice (G-5)

Southwest Gas PropoSal
RUCO's Proposal
Staff s Proposal
ConclusioN

Multi-Family KeSiclential Gas Service (G-6)
Loiivflncome Residential Gas Service (G-10)
Sbeélal Resldential. Gas Servwe for Ai1'.Condi1l9Il1I!8 (G I5)
Master Metered MobileHome Pak.Gas'se;jvice

Galan Gas sqtvifsz (G-25)
Elimination of Armed Forces Ratescl;edu1e'(G-35)
New Sub-Class for Small Use.customers aNd.Ba.sic Service Charge

37

I.

1w1:r'TQTn\r Mn 62487



I

r

Demand Charge Detennillation.........
Air Conditioning Gas Service (G-40) 44
Gas Service for Compression on Customer's Premises (G-
Cogeneration Gas Service (G-
Small Essential Agricultural User Gas Service (G 75)
Natural Gas Engine Gas Service (G-80)
MISCELLANEOUS ISSUES
Billing Determinants
Purchased Gas Adjustor .........................,.....

Setting Base Cost of Gas at Zero ..
PGA Mechanism Trigger Level
Officer Certification of Monthly PGA Reports

Gas Procurement Practices..
Interest on Customer Deposits ..

Hour Service Window.......Four-
Energy Share Contributions
Gas Technology Institute
Demand Side Management/Energy Efficiency Programs.........
FINDINGS OF FACT
CONCLUSIONS OF LAW

60)
55)

_III

DOCKET NO. G-01551A-04-0876

»\l9Ql¢\l4lllll

nnnaaaalthu1¢i

43

45
46

44

48
48
51
51
53
55
56
57
58
59
60
61

66
66

l

I

\

I

II

DECISION NO. 68487



ll

DOCKET NO. G-0155 IA-04-0876

BYTHE COMMISSION

onjnecéhiberf i0041Southwest;Gas Corpo;4tion .("Squthw¢st Gas" or."Cbmp;u;y") filed

with £heAIi2§pna Cdrpmjation Climmiséiori ("Commissi6n"j. am; Qpplicaiion for a.1jate i1i9I¢ase

On Ja1111 2005, f the CQmmissfbn's Utilities DivisioN.. smE ("s¢af1°').a;¢<1. 'a .L¢tmer pf

InsuEi;:iency

On .January 26, 2005; Staff tilda Letter pf Siafidency ihdiqétiig that. Soi1thW¢st~'Gas

a§p1icatipnmet&1e su£Eciéncy ré§uirements outlined idAriz61ia Admninmistrative .Cade ("A.A.C.")

R14-2-103, and Classifyingth.e Companyas atlas A utility

By Prbcédmd Oder.issued February 7, 2005, 1iMe&a1m¢S wereestablished aha 6

16 heiririg was scheduled to commehcq On O9:t9ber.3, .2005

InteWéntion Was grameak0 rhenesidgnrial Utility CoNsumer .Qg50¢ ("RUco#); the Arizona

12 Utility Ines&$rs..AssoCiation ('*AUlA"); .the United, States..DepaxtMent. of.Dcfensc ("DOD")

13 S<iu&§wést Energy Efficiency Project ("SWEBP") énd".thq~natura1. Resources Defense: Council

14. ('<NRDC' (Collectively "SWEEP/NRDC"); Yuma Cogeneration Associates ("YCA"); Arizona

15 Community Action Association ("ACAA"); Arizona Public. Sorvice Company ("APS"); and Tucson

16 EleCtric Power Company ("TEP")

17 With its application, SduthWesc. Gas filed the Di1recttestim6ny of Jeffrey W. Shaw,

18 A. Palgéios, 'Steven MI Fatter, Christy.M.Egger, Iambs L. CauaMch;VivianE. Scott, A..Brooks

19 . Corydon,. EdWard. B. Gieseking, RaqdiL.5 A1a1iag¢,'R0b¢n »..mashas,.~1=nma< J. H2!111°yi .and

20. Theodore K.Wood

21 Pursuant to. the refvisd -procedulcaLl schedule by Procédwral Order issued March .10

22 2005, ~on July 26; 2005,"RUCO sled .the QiteCt testim6nylof-Marylee Diaz cqnez;wi1;iam A

23. Rigsby, arid Rodney .L8Mq»6re; yc"A.&1ed the téstiinony of.Jef&ey.L. Hof&1rui1n;i.AlTlA~5léd

24 me tésEmon.y bfyvalW W. Msels ACAA sled the Dii;e¢t..tésdniony of Brian' Babiars (July 2Q

25. 2005).~ Bled Ethe Diréct teétimony 'of JeE. Sch1egel;.....and Sta.H .̀. Elgd.the Ditéct

26 teStimony bf Stephen G. Hi1lQ Jim .Dort,̀ Dennis Rogers, Robert.Miller, .William Gehlen, Prém BaLh1

27 WiILidm.Musg8:»Ve, Bob Gray, and Steve Irvine

28 Kuglist 23, 2005; Soqthvi/es,tGR$ mea the Rebuttal pesamany gr Ms.. p4 0  M P

1

3

5

7
8.

are
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1 Ms. Scott, Mr. Congdon, Mr. Gieseking, Ms. Aldridge, Mr. Mashes, Mr. Hanley, MI. Wood, William

2 ~N. Moody, 'Marti Mares, Robert M. JOhnson,and Lisa E. Moses

On September 'l3,. 2005, RUCO Bled the Surrebuttd Te$dMony o f Diaz'Cortéz,~mr

4 Rigsby, and Mr;Moore; AUIA filed the Surrebuttal testimony of Mr. Meek; SWEEP/NRDC tiled the

5 Surrebuttal testimony of Mt. Schlegel;' DOD filed the Surrebuttal testimony of Dan L; Neicllingei

6 and Staff Eled the Surrebuttal. testimony of Mr. Mr. Dor£.Mr.'Roge1rs, Mr. Gehlen, MrHim,

7 MuSgrOVe, Mr. Gray and Mr. Irvine

On SepteMber 23, 2005,'Southwest Gas filed the Rejoinder testimony of Ms. Palacios, .Mr

9 Fettct,  Mr. Cattaliach, Msl Scott, Mr. Congdon,Mr..Gieseking, Mr. Moody, Ms. Marek,IMs. Moses

10 Ms. Aldridge, Mr. Mashes, Mr. Hanley, and Mr. Wood

On SepteMber 26, 2005, d prehearing procedural conference was. conducted to address orda

12 of testiMony and exhibits

13

15

18

21

The evidentiary hearing was commenced as scheduled on October 3, .2005,~ and additional

14 heaIingnayg were held OH October4, 5, 6, 7, and 11, 2005

Ort October 21, .2005,. SouthweSt.Gas Bled a substitute Exhibit A-450. (Annual Consumption

16 Graphfor Low Income and Non-LowIncome Residential Customers`) and' ExlNbit A-52 (information

l7~ regandingthe COmpany's Management IncentiVe Plan), a portion of which Was submitted under seal

Oh NOvember. 4, . 2005, I SoUthwest Gas 'filed Exhibit A~53 (compilation .of regulatory

19 commission orders 'from other states addressing decouplingmechéNisms) and Exhibit A-54 (sulrUnnary

20, Of Southwest revised position oh cost of equityaNd rate ofreturn)

Initial Pcst-Hearing Briefs werefiled bY DOD on OctOber3 1" 2005, by RUCO 011 November

22 3, 20059 Und on November 4,2005 .by SOuthWest' Gas, swE18p;'1~qRDc, aNd

gepry. B;i<=fs.=w¢re med- OnNOvember£14,.2005 by.-Soitthvt. Gas, Rico, SW'EBP1NSDG

24 . and Std;f£

23

25 011 Ngvember 23, 2005, S¢uthw¢st Gas filed a Supplemenl rd its Reply Brief

26 Rate Application

Ac¢Qrdi1ng to the CoMpany'§ &PpliCatioi1 as modif1ed,1iii t1;é=.téét'yé&r endéd.A1igust 31, 2904

28
. souwqesr Ga adjus¢ea.¢p¢m¢m.g in¢bm¢ Of s4687;75,622 on awijxisted cast RétéBasé
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1 . ("OCRBT') of $943,110,070, for. a4.96-percent rate of .. SQUthw¢st. Gas fequestsm reVenue

2 increase of $66,898,342...Sta&T recommends a rate °mcrease'of $51,625,135, and RUCO recommends

3 an"mcr¢ase of $48,506,079. o.fthe..phrties' positions' follows

Company PropoSed Staff Proposed RUCO Proposed

$943.110,070
9.24%

87 140.541
46.775.622
405364_919

1.6573
66.898.342

$924,927,566 $919 ;607.846

10

OR1G1NAL COST
6 Adjusted Rate Bas;

Rate ofRetum
Req'd Operatting Inc

8~ Op. Income Available
Operating InC; Defy
RevLConver. Factor
Gross Rev. Increase

77.693916
46.644.2'74

31.049.641
1.6627

51 625.135

79.478.947
50.211.496
29.26'7.452

1.6573
48.506.079

12
$1,189,807,002 $1;418.205.879

m,

11 FAIR VALUE

Adjusted Rate Base
Rate of Return

13 Req'd Operating Inf:
Op. Income Available
Operating Inc. Dei
Rev,Convér. Factor
Gross Rev. Increase

14

87 140.541

46.775.622
40.364.919

1.6573
66. 898.342

77.693
46.644.274
31 049.641

1 .6627
51.625

$1,164.944_249
6.82%

79.478.947
50.211.496
29.267.452

1.6573
48.506.079

17
REVENUE REQUIREMENT

Rate Base Issues

Southwest Gas proposes an OCRB.of $943,110,070 in this' Proceeding. Steftt proposes an

OCRB of $924,927,566, and RUCO.recommends an OCRB of $919,607,846. Each of the disputed

issues regamdimg ESte base items is discussed below

Deferred INcOmeTaxes

SoUthwest Gas has p1uposed.an.a<HuStinehtto. acéimiulated défenekl income Would

result in an increass .ofmor¢ $21 'million td théCoin}5ény's 'ratébaei According to Sqdthwest

I GaS the deferred tax adjuStmexit is i1°¢¢$Sai'ydué to new regulations"Qnaqtedby the Ihtemal Revéiuie

Service ("IRS") Qn August 8, 2005.Whi¢h how;éq1;iré-time Companytb include in 'mdomeiim 2005- and

Qthcr intewcnoxs in the proceeding irised mph-revemxé xequiteriient iéSucs whiéh ire discussed Bel-:iw
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1 2006 the cumulative tax deduction taken under the prior uniform capitalization ("UNICAP") rules

2 (IRS Code Section 263A) with respect to the simplified service cost method ("SSCM") for self-

3 constructed assets (Ex. A-27, at 6). This deferred tax adjustment is necessitated by the Company's

4 voluntary election in 2002 to change from its historical method of accounting to SSCM.

5 Southwest Gas argues that the deferred tax adjustment is proper because the new IRS

6 regulation is known and measurable, and because the change puts the Company in a similar position

. 7 to where it would have been had it not made the election in 2002. The Company claims that its

8 position is consistent with Commission precedent granting recognition of post-test year rate base

9 adjustments where the impact is known and measurable, and is comparable to Staff's

10 recommendation to recognize changes to property tax expenses that are required by post-test year

l l legislation.

12 Staff disputes the Company's contention that the proposed deferred tax adjustment is proper

13 in this proceeding. Staff argues that the deferred income tax adjustment proposed by Southwest Gas

14 is due entirely to the Company's voluntary decision in 2002 to change its accounting methodology to

15 the SSCM (Ex. S-6, at 2; Tr. 499-500). Staff also claims that the IRS regulations cited by Southwest

16 Gas are temporary rules and the 2005 Energy Policy Act is likely to increase the amount of the

17 Company's deferred taxes, thereby reducing rate base and offsetting the new IRS rule.

18 RUCO also opposes the Company's proposed adjustment, arguing that the IRS mle change

19 occurred nearly a year alter the end of the test year. RUCO further contends that Southwest Gas

20 failed to include this proposal in its initial application and waited until Rebuttal testimony to propose

21 the adjustment. RUCO also sides with Staff's argument that the IRS rules are temporary and subject

22 to amendment before being made final. As a result, RUCO asserts that the IRS rule change does not

23 meet the known and measurable standard employed for other post-test year adjustments.

24 We agree with Staff and RUCO that recognition of the new IRS regulation is not proper in

25 this proceeding. As Staff points out, Southwest Gas made an entirely voluntary decision in 2002 to

26 change its accounting methodology for self-constructed assets to SSCM, and it is that voluntary

27 election that has caused the Company to now make accounting changes due to the new IRS

28 regulation. The Company's witness, Lisa Moses, admitted that the 2005 Energy Policy Act would

I
I
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res\iItin aN increase in deferred taxes, and .thus  ̀a deccredsé in.the Co1;tipany's;r4te. baSe,.butshe

2 .indiddted that the.Company'had not qiléntified the impact of those changes...AlthoUgh Mg. Moses

3 ététéd that she doés.not beliWeihe Energy Policy Act' would have a sigN°icaht impaQt.o;1 SQuthwcst

4 Gas, the. CoMpany did not Present. testimoNy tb show.1iow the Energy Policy Act, Which is equally

5 kNown. andnieésurable change inlaws'could have an oifsettixig ¢HleQf Qr the  ̀CoMpany? defer;°edIax

uabiuw and rate base (Tr.-495¢4979;. We. also belie RUco'. Point is well taken; that S°"thw¢st
Gas bqilld have preéehted this proposal as pan of .its dirge gage to al1ow.other parties more.time.tp

andie the issue prior to.the..1iea:ing.=As. a result,We will adoptStafI7s positions this issue

Completed CoNstruction Not Classified

10 The National.. Assbciatidn. of=Regulat»ory .Utility~ Commissioners' ('~'NARUC#) Uniform

11 System of Accountsi =.('FUSOA"), Section. 106, provides the following description of the .appropriated

12 regulatory treatment for Completed CbnS1:ructio;\.not Classiiigd. ("CCNC")

13

14

At .the end of the year of' such:other date as a balance .sheet may 'be
required by the Commission, this account slwlll 'include the totallof the
balances of Work orders for utility plant which has been completed and
placed iN service but which work orders. have not been classified for
transferto the detdled utility plant accounts.(RUCO.Ex. 9)

In its. application; Southwest 'Gas proposed an adjustment to' test year rate base to .reflect its

18 CCNCbalance. Relying oh the NARUC USOA séctioir quoted above, RUCO agues that only work

19:. orders which have an in-service date that falls within the tmyear may be included in the adjustment

20 for CCNC (RUCOEx. 54. at 8). ACcordingto RUCO witness.Rodney~Mooré, tierthih workorders~that

21 were included in the Company's CCNC.adjustment were not idserViee by1:he.end of the test yea and

22 Should, therefore, be diS8119wed (RUco Ex. 6, at. 7-8)

23 Throughher Rcjoindet testimony, Company witness Randi Aldridge expla.ined.that.'*the direct

24 gas Plot portion of the CCNC adjustmeNt is plant that was serving test year customers at the end Qf

25 the Pest Year"..and !zhq proposed CCNC adjuStment nnédesimply to. Mitch test year plant With tést

26 year customers" (Ex. 'A-'31, a.; I7=18)~l§ Ms, Aldridgealsotestified oil drosS-evcaiimihatiqn that aLlthough

27 .the..Company's wdtk .order .sysfern may .have *only 'd single'.in-service date for ah Projem

68487
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1 . IprOj actS .Such as pipe. repldeements are Completed incrementally to minimize oustorner outages, but all

2 of the plant additions included .'ullthe CCNC account reflect pipe that was Used and useful during the

3 test year (Tr: 537.-538, 589)

We ag:ree.with.-the Company's proposed CCNC adjustment. As Ms.. Aldridge's testimony

5 Images clear, only plant that was in service providing Service to customers the test year was

6 [included ~in the proposed CCNC adjustment. Thereis no evidence conUagpto the' Company's

7 assertion Thai such plant was Used and useful during in test year and we~be1ieve the Company's

8 ltreaxment of these.p1ant accounts is consistent with the NARUCUSOA. and~prior Commission

9 ldecisioris

10 Pipe Replacement

11

a
l~lL
I

RUCO has proposed disalloWance' of certain requested pipe replacement projects from the

12 .I Company's rate bar pursuant to the terms of a prior Commission Order that addressed regulatory

13 treatment 'of defective Pipe' installed in the former Tucson Gas & 'Electric system, which was

14 | subsequently acquired by SOuthwest In Decision No. 58693 -(July 7,. l.994), the Commission

15 \adopted a. Settlement AgreeMent between Southwest .Gas,. Staff, and RUCO which required

16 SouthWest Gas to write-otf a certain percentage of the replacement. cost of .defective pipe, .and

17 provided that the pipe replacement percentage writeoff. amounts would decline annually untilthe

18 amounts rwchedzao (DecisiOn No. 58693, at.3-4; RUCO Ex. 3, at 5-6). RUCO witness Marylee

19 Diaz Cortez testified that the Company has continmied to' 'make the required pipe replacement Write

20 IoffS since the prior Decision but the Company seeks in this docket to cease Certain of the write-offs

21 l(RUCO Ex. 3, at 6)

22 In its application, Southwest Gas. is requesting that'the pipe..write<off schedule required by

23 Decision No. 58693 be modified to' allow the affected write-OHlsto. cease When the specific type of

24 [pipe reached an average life of.40 years.. Thus, under the CompaNy's proposal the.196Qs=steel Pipe

25 land theA.BS pipe would no longer be subjeet to write-off Md the SchedUled wfitefOffé for the Alkyl

26' | A and .Aldyl HD Pipe Would cease. in 20I3.and 2020, .respectively (Id.)

27

1i
I
Il|

The defective pipe was 1960s, s.t¢el pipe, and plastic pipe knowN as'Aldyl A, Alkyl HD, ind ABS
i.
I;
t
i 68487
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1 Although RUCO agrees that Southwest Gas is entitled to seek modification of the prior write~

2 off requirements, RUCO disagrees with the Company's proposal to retroactively modify the write-off

3 schedule starting in 2000. RUCO argues that Southwest Gas is required to comply with the

4 requirements of Decision No. 58693 until such time as a subsequent Commission Order is issued

5 modifying those requirements (Id. at 7-8). Ms. Diaz Cortez agreed that the Company's modified pipe

6 replacement schedule, based on a 40-year life, should be permitted on a going-forward basis, but

7 opposes the retroactive treatment proposed by the Company (Id.). Based on its position, RUCO

8 recalculated the write-offs required by Decision No. 58693 and determined that the Company's

9 proposed rate base should be reduced by $l,982,686.

10 Southwest Gas contends that RUCO misinterpreted the data provided by the Company with

l l respect to pipe replacement amounts. The Company cites to Exhibit A-47, a data request response

12 provided to RUCO that shows the amount of Alkyl A, 1960s steel, and ABS pipe replaced between

13 2000 arid 2004. The Company claims the data request response indicates the costs provided for pipe

14 replacement are "not necessarily for pipe replaced due to defective material or faulty installation

15 practices" (Id.). However, the data request cited by Southwest Gas does not identify which costs are

16 related to the prior Order's requirements. Company witness Robert Mashas testif ied that the

17 Company disagrees with RUCO's recommendation because 1960s vintage steel pipe was never

18 considered a defective material and was only included as part of the Settlement Agreement because it

19 lacked cathodic protection, which has been installed on all of the Company's steel pipe since 1998

20 (Ex. A-33, at l6-17).

21 Contrary to the Company's assertions, neither the Settlement Agreement nor the Order

22 adopting it mention cathodic protection for 1960s pipe as a distinguishing characteristic that would

23 permit treatment that is different from the other types of pipe that were considered defective and

24 required specific regulatory treatment. Rather, both the Settlement and the Order specifically state

25 that "In future Southwest rate cases for the Southern Division gas properties, Southwest shall exclude

26 from rate base an additional portion of capitalized expenditures associated with replacements of Aldyl

27 A, Alkyl HD, steel installed in the l960's, and ABS pipe related to defective materials and/or

28 installation" (Decision No. 58693, at 3).

I-
I

I:

8 68487
I

I I



DOCKET NO. G-01551A-04-0876

Commission Approved

$1,682,879,492
593.408,170

1,089,471,322

1 Mr. Mashes also claims that the effective date of the new write-off should be January 1, 2000,

2 the day after the end of the test year in the Company's last rate case. He contends that this retroactive

3 application of the write-off percentages more accurately reflects the determination of the remedial

4 portion of eligible pipe replacement expenditures (Id.). Mr. Mashes stated that the Commission has

5 the authority to make the proposed adjustment retroactive to 2000, and that even RUCO agrees that

6 the Commission has such authority.

7 Although we may have the legal authority to make the retroactive adjustment proposed by

8 Southwest Gas, we are not inclined to exercise such authority if it is not in accordance with a valid

9 binding Commission Order which adopted a Settlement Agreement to which Southwest Gas was a

10 signatory party. The Company may not unilaterally alter the terms of a Settlement Agreement and

l l Commission Order simply because it has an understanding of the terms of the agreement that may

12 differ from die belief of another party. Rather, the Company could seek an amendment to the

13 requirements of the prior Order if it believed the terms are no longer applicable, which it has properly

14 done in this docket. However, we agree with RUCO that Southwest Gas must continue to comply

15 with the requirements of the prior Order until such e as those requirements are modified by the

16 Commission. Therefore, based on the weight of the evidence, and in accordance with the directives

17 set forth in Decision No. 58693, we adopt RUCO's position on this issue and will reduce the

18 Company's proposed ate base accordingly.

19 . Summarv oRate Base Adiustments

20 Based on the foregoing discussion, we adopt an adjusted OCRB of $922,944,881 and a Fair

21 V2.1\1€ Rate Base ("FVR-B") of $1,l69,584,038.

22

23 ORIGINAL COST:

24 Gas Plant in Service - Staff
25 Less: Accumulated Depreciation

Net Plant m Service
26 Deductions:

CIAC
27 Customer Meter Deposits
28 Deferred Income Tax Credits

7,027,372
23,912,141

136,468,076

9 68487
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Additions:
WoIkling Capital
Total OCRB

881.148
922,944,881

$2,439,429,196
856.679_561

1,582,749,635

1

2

3 RCND RATE BASE:

4 Gas Plant in Service - Staff
Less: Accumulated Depreciation

5 Net Plant in SeMce
Deductions:
CIAC

7 Customer Meter Deposits
Deferred Income Tax Credits

8 IAdditions:

9

6 7,027,372
23,912,141

136,468,076

Working Capital
TotalRCND

881.148
1,416,223,194

FA1R VALUE RATE BASE
I $2.061 s 154,344

1.336.110.479

Gas Plant in Service - Staff
12 Less: Accumulated Depreciation

Net Plant in Service
Deductions13

Customer Meter Deposits
Deferred Income Tax Credits

15 Working Capital
1.169.584.038

l
I
I
|
i

I
I

Operating Income Issues

In the test year, the Company's adjusted operating revenues were $322,865,978. In its

Rebuttal Schedules, Southwest Gas reported adjustedtestyear operating expenses of $276,090,356

and test year net operating income of $46,775,622. As reported in its Surrebuttal Schedules, Staff' s

proposed adjusted test year operating expenses are $276,221,704, resulting in test year operating

income of $46,644,274. RUCO's Surrebuttal Schedules show proposed adjusted test year total

operating expenses of $272,654,482, yielding test year operating income of $50,2ll,496. The

disputed expense adjustments are discussed below

Sales and Marketing Wages for 37 Employees

RUCO witness Rodney Moore proposed disallowance of salaries and wages for 37 Southwest

Gas employees who he claimed were engaged in sales, marketing and promotional activities. He

I
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1

1 :aimed that ratepayers should not be required to fund the cost of such activities and he proposed

2 removal of alinnost $3 million in salaries from the Company's test year expenses (RUCO Ex. 5, at 15-

3 16). In his Surrebuttal testimony, Mr. Moore modified bis recommendation to exclude the entirety of

4 the 37 employees' wages, stating that "RUCO would be willing to explore revisiting its position if a

5 fair and reasonable quantification of the time/costs devoted solely to Customer complaint resolution

6 and Regulatory affairs could be substantiated by the Company" (RUCO Ex. 6, at 18).

7 In her Rebuttal testimony, Company witness Christina Palacios disputed RUCO's analysis

8 and stated that the Company had previously removed almost $600,000 in promotional and marketing

9 expenses, consistent with prior Commission Decisions. Ms. Palacios testified that the employees'

10 wages that RUCO seeks to disallow are responsible for interacting with individual customers and

l l developers seeldng information regarding extension of gas service, as well as maintaining oversight

12 until service is extended to a requesting property (Ex. A-5, at 2-6). Ms. Palacios asserted that the job

13 duties of the employees in question include: advising customers on gas products and availability,

14 coordinating new business processes; working with customers to determine technical needs and

15 specifications; investigating and settling customer complaints; ensuring satisfactory customer service;

16 participating in customer business meetings as consultants/advisors; establishing programs to educate

17 customers; interpreting and applying tariffs to main/service extensions, ensuring adequate and timely

18 coordination of services; negotiating contracts and special agreements; preparing studies and

19 analyses, racing presentations to trade allies or potential customers; and staying up to date on

20 government regulations and technology changes within the industry (Id. at 4). Southwest Gas cites to

21 Decision No. 64172 wherein the Commission denied RUCO's proposal to remove half of the costs

22 associated with Southwest Gas' sales and marketing employees because "these employees are

23 necessary for processing a request for service" (Decision No. 64172, at 10-11). The Company also

24 cites to a decision by the United States Supreme Court in West Ohio Gas Co. v. Public Utilities

25 Com 'n of Ohio, 294 U.S. 63, 72 (1935), which held that "[w]ithin the limits of reason, advertising or

26 development expenses to foster normal growth are legitimate charges upon income for rate

purposes...."

We agree with RUCO that a portion of the salaries of employees associated with sales,

27

28
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1 marketing, and prornotitmad activities shouldbe éxbluded frdMallaWable .test Year eXpenseS in..this

protpgeding. It #pp¢ars.that the Majority of these émployegs' Einie is dedicated to duties ihatenhance

3 service .~to cWtorhers'.m1d pqténtial cust91;jcts, thereby Pi°oviding..'benefits tQ.both shareholders and

4 Wtepayers..However, bathe Cornpany'S..g41nnissioii,a certainaMountof theSesame~.dnployees' time

5 is devoted tO purely marketing Qr pronmtiorial activities~that the .Commission phwiouSly. f<

areeXpehses should riot be borne bY ngtépayers. Emir example, .Ms. Pa1auciQs'provided aN intimate

at the hearing. 1;hat the éniployegs i1i questiondWoted apprbximatély 90 Percent of their.timé to non

8 Mdgketin8 duties, is described abbé bi proximately 10 pe;'cent to Marketing 'activities (Tr. 109

110). .'.In'addition,~Company,witnqss Aldridge .steed that approximately- 17 percgnf o f those. .same

10. ennploycw* compemsationWas obtain¢¢i.il¢ni~tlie. Company's SaleS Inccntii/e Plan (Tr.~-s73:57/)

11 Despite the adnnissiQn.by Company zitiiesses that.at least sbmepoxtion of these employees' tiihé' is

12 d¢vQ¢¢d to sales and marketing dbtiyities,Nb attemptwas nnéde .to lallodate a portibix bf their wages

13. out of test year expenses, Based.onlthe best ihforination. .the fecomrd; we believe iris reasonable to

14 perform such an allocation and..w0 Wi1llthorefo;'e disallow 10percent of the 37 employees' wages

1.5 from test year expenses (i.e., $289,243). 111 addition, we eXpectSouthWest Gas in its next rate case tO

16 provide.:a detailed explaNation .of ,employee duties~t&1at 2ii°e.associated with sades, or

17 pljomodond activities and 6H`ei' a reasonable dlbcétiol; ofWage expenséc6nsListcnt with thosadutiw

18 LaborAnnualization and2005 Wage Increases

19 In this proccéding," S8h é&°=.Gw included Ir; punoposed test year expenses -an

20 annualization of wage increases that wefegiVen i<>emp10yees.in~.2004,. ah .Hellas wage iNcreases

21. granted iN 2005 after the end of the year; 1-IbWevér, the Cpmpény .includedoNly:Wage increases

22 for employcés who were employed as.of the and of.thQ testyearto aVoi.damismatch (Ex" A-31,.at 3

23. 5; Tr; 543_545)

24 AlawughRico a¢¢ep¢§ $h¢2004 Wageih<8réasé. it ;1i;put¢s'ml¢ inclusiohbfthe .post-test year

25 .Wage ipélgeasq b¢cause it Believes inc1usiodof̀ the 2005. i;:l;crease cohétitutes .a dolible countirig0% Such

expenses (RUCOEX, 6, at 11, Tr, .929-930)

28 .the 2004 and 2005 wage i18c1°eaS°es Beisziuse the 963 ate

srqg WitngsS Jill. DQi'f. tésdfiedtl:gat Staff accepted .the 1éas6nable1iess ofijcii1ding bbfli

known and measurable(Tr. 1085)

68487
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1 We agree with S&.£t` that the 2005 Wage increase .expense should be Allowed because itis a.

2 known and méééhrgblé. eXp¢l:\se that is be°mg incurred by the Company on a going-foriqvard basis.

3 Because the pest-testyear Wage iNcrease has beenapplied only tb employees who were employed.

4 duxingthe test.yéar, .there is no resultiNg mismatch oftevenue ahdexpenses.
1

a 5 Ainericah Gas AssociationDues
\

The Gas AssoCiation ("AGA") is a nations] tr'ade'association for' natural gas

17 . distribution. and transmission companies. During 2004,.Southwest .Gas paid dues to~the AGA

8 (Arizona portion) of $211,934 (RUCO Ex. 5, RLM-9). The AGA provides services.to its members 'm

9. the .following categories: Public .Affails; Communications;. Corporate Affairs. and International;

10 General Counsel and Corporate Secretary; RegulatOrji.Affairs; Marketing Development; &

11 ,Engineering Services; Policy & Analysis; Industry Finance & Administrative Programs; and General

12 ]& Administrative Expense (Ex. A-30, RLAV3)

13 Although Southwest Gas claims hat it has removed the amounts of the dues that are

14 attributable to' the AGA's Marketing and Lobbying functions- .(1.54 'percent and 2.10 percent

15 I respectively), RUCO seeks an additional 39409 percent disallowance (375,385) for the Public Affairs

16 land ComrnuNicadons functions perfonned bythe AGA (RUCO. Ex. 5, RIM-9). AccCrdins to RUCO

17 lividness Moore, the Communications category of AGAoperations.promotes the use of gas over other

18 lfuels,. While the .Public Affairs category provides members with information on .legislative and

19- \regUlatory.developments, provides testimony, comments, and filings regarding- legislative and

20 regulatory activities, and lobbies on behadfofthc industry.(Id. at 21-22)

21 Southwest Gas witness .Aldridge countered the Communi ons .at;d"pub1ic A;E%li1rs

22. I cat6gories.are"appropriae AGA functions that should be recovered in test yearexpemses because the

23 IC9mp2ny ehioyédjhe a.g1ounts Specifically with and lqbbying...= MG. Aldridge

24. ltestiiied liaat tlié:.'Communications function of the AGA includ9s.~.dcyelcpin~g infotmhtiond mate1i4ls

25; [for 1iiEMberc0HiPahi¢s .a;nd- cqnsuxnas.andcoordinatingadj media activity (Tr. 550)... With respect to

26 lthéRublic Affairs function, the AGA described its activities as follbWsz-..'."Ilhé [AGA] monitored and
_a

I
I
I
I

I
27. Ire§r$ent¢d the active¢ies bf Qongféss and 'Federal agenciesthdt are¢ted~iséuqs .blimp°r!Hn¢e ;9 the

28. | natural and its .¢1i§toMets= division. also. inonitoréd State andlocal legislative and

13
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1 .| regulatory izfeilflsl 1112002 ire major federal, 1egis1ativ¢ and;egu1atog'y .eElo17ts pipeline. safety

2 legsladon anti 4350 Federal iilnding for Low .hieorne Hof he Bong Assistance :Programs

(LII-IEAP), federal funding for research,and national efiietgy policylegislatiOn." (Ex, A-30, RLA-3)

We believe that me. C8oMp2¢ny'1ias a¢m0nsu.a¢¢d sufacienuy tha¢,=hing removed the Portion

5 lf its AGA* dues dir¢i=11y. autibMible- tb marketing. and.1obpy;ng,.;h¢ reriiaiiadef. of the AGA.dues

6. I should be rec6vErab1e is l¢8iii11iat¢ Yeatsexpgihseé. Although the descriptions Of AGA activities

7 |provided by tHe Company aré..so1iiewHét nebd6us,..we End that Southwest met its'burden of

8 I showingThaithé~fiii1ctib;is for Whicli RUCo.seeks akclusiohhave a .b¢nefit to the. CoMpagyand its

9~l .éixstoniems and Should Be dlovi¢d.HQlvy¢ver, in its next..rat§ CaSsFiling the-Companyhliould provide a

16 clearer picture zoo AGA" flmctidns and how.- ghe AGA's activities provide specific benefits.. to . the

1. 1. | Company and its Arizona customers

12 I TransMissionInté£1itv`Manal 2emént Program Expenses

13 The ̀ fedm1 Pipeline Safety Improvement Act' of 2002 ..2iiIec1:¢d the craw. of Pipe1ine.S;1fety

14ll ind the' Rcscaxch and Specid .Prograinns.Adnninist;a1tion.divisi6ns of.the U.S.~ Department of

15 ITransportation t6 enact regulations deaning fat transmission pipeliné-.risk analysis.and

1¢8..l adopting a pipeline integrity management prdglrzim. (BX. A-32,. at 19-21)..h Arizona, Southwest.Gas

17l has identified approximately. 335fmiles of transmission facilities located in high consequence areas

18 I the,tare subject tothe federal.1¢§siation (Ex, S-3, at 6-7); .The Company's application in this docket

19 .I includes do éiipense adjuS£Men¢ to reéovef' 5§§¢cia¢¢4 we compliance with :bis legislamm

26 I w1ii¢h Sout1iwest~Gas its iTÌ r81isMissi0n Integrity ManageMent PrograiN ("TR1MP"). The

21 | Coinpanyseeks in recovercosts .incixri°eg1 Pri@rto the effective dateof the taxes in this proceeding, as

22.\ Weil as a representative ~1¢v¢1"-0féng6ing M .it expects to inciir due to ongoing

23.;| wHW&w.(Id.j...Mw@ the Ccimpaxiy Sought to' re¢6ver a higher level of TRIMP expenses

241 it Subsequently agreéd1o.RUCQ*s récolilrnendaigion. to.°.amortize 2004'. and.2005 TRIM? costs ov.e1t 7

251 years ($138§3l65 .an1iuauy),.vfi¢1;'3n.m1<1i¢i<>na¢esf WwlmQwm= 0f$603,67v annually (RUQQ 3

26; | MDc-5)

27 Staff Witness Dort téstiiied'that~a1though StaE,.en¢ot1i3ages Southwest Gas rd .coMply.fully

28 l`with the n¢jw.Pip¢1i1i¢ saf¢1y='r¢g\;1ationS, .Sta»ffis. cdnceriied fith. me Molati.Iity..of"tl1é Gonipaiiy*s
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1 estimated compliance costs, as exemplified boa comparison of the Company. s Oneal estimate. of

2 'more than $12 rhillioNthrougli 2009 compared to its rewlsed estimate ofjustOver $3 million (Ex. S-4

3 \at 5). Due.to this fluctuation in the estimated ongoing compliance costs, as Well as Sta:H's belief that

4 lane ¢xpmw.. should 'be home . jointly" by shareholderS and ratepayers,. Mr. Dm. recommended

5 'establishment .of a surcharge .mechanism that .would allow recovery through rates of-half of the

6 baseliNe. diirect assessment, direct eiraminaltion, and maintenance and repair TRIMP-related costs .(but

7 lot capital replacements)..Sta8` proposes that the Surcharge be labeled on CustoMer bills as. "DOT

8'' Pipeline Safety Surcharge." Staffs. proposed surcharge would have annual adjustments after the first

9 Iandsecond year, and wouldtemrinate-at the end of the tliind year (Ex. S73,. at ll-l4).; Mr. Dort

10 Ierxplained that Staffs rationale for its .recommendation is based on the following factorsi~ 1) the

l l Pipeline Safety Act of 2002 has significantly modified pipeline safety regulations; 2) the. estimated

12 \costs of complying with the new regulations are significant; .3) initial assessments must be performed

13 lim a compressed time p¢ri0d;.4). current rates do not provide for recovery of these incremental costs

14 land 5) the costs are estimated at this time and are therefore inappropriate for inclusion in base rates

15 l(Id. at 12)

We agree with the reasoning expressed by Staff witness Dort that TRIMP costs should be

17 . 'borne ¢<1"ally by shareholders andratepayerS, and a surcharge mechanism is the appropriate Means. of

18. \recovery. As Mr. Dort stated at the fearing, recovery of TRIM? expenses through a surcharge wotdd

in [mitigate pbteritiérl biatiliryin the Progrann's.costs especially giver!  belong projection period for

20 leompletilngthe hist cycle of easts (Tr. 1082). With respect to the split of TRIMP costs, We

21. \Slso agree with Staff that because.the. Pipeline safety' program benefits bOth shareholders. and

22. \ratepé.yers, the expenses shorild He . shared. equally.. "We therefore. adopt 'Staffs

23 lrecornrnendatioii fOrtreatknent of TRIM? costs

16

24 I Sarbanes-OxlevComplianceExpenses
i
i 25 Section{404_of the' Sarbanes-Oxléy Act.°0f.2002 ("SOX").T©<l\1it¢S the'.estaLblishmei1i Of an

26 I cohtol ai1a~¢¢tr;¢in pibcedures for Elnaricial ,rept$rting,*ii;c1udi1t1g.d requirement that

27. l.the company's'.aMual .xieport contain an incemnal qontljbl iepoit (Ex;IA-29, a;.2.1-22); l¢gislation

28 ,lcreatéd the Pubic. company.=A<=¢ouNcTm8. Ove1sight..Boa@°d and.° uin¢s. um pubucly
. : m e d

68487

Il l l l



DOCKET no. G-01551A-04-0876

1 coMpanies' éztte;-k1ad.aiiditor§'.attest t .6.  and report  oN mdnagemenfs assessment of  the ef fect iveNess pf

t he i r  i n terna l  cont ib l s  and procedures.  CompaNies Were requ i red  t o  be  i i i  compl i ance w i t h  S O X  . b y

3  D ecem ber  3 I , 2004 (E x .  S -13 ,  a t  15 )

Southwest Ghs'=.see1<s dnadjustment to recover expenses related faythe ini t ial  assessment  and

5. review of . the .Conipény?s~i§1texi1al  controls and Addi;ional poSt-test~yeér.expems¢s that it' clajrns.ar¢

6 necessary to ful ly implement.  SOX . requirementS, .as.we1l as est imated incrémenta l  and . répurr iNg

7.  compliance coSts reldtéd toaudit fees (BX. .A-80;  `at  9-13). .  Subsequent tb fi l ing its app1icatiOn,the

8. .Coi :npany. .updated- i ts est imated éqinpl iance.  costs to~~ref lect actual .expenses,  and MsL~.Aldr idge

9; t es t i f i ed  that  t hose costs  are  rehsdnable  i n  l i gh t '  o f  t he Company ' s use pf  'm tennal  l abor,  i nc lud ing

10 exempt employee labor for w h i ch  bven i xpe  pay  w e not ( I d . )

Staf f  recommends an equal  sharing of  ongoing SOX compl iance costs between ratepayers and

12 shareholders based oN i t s  c la im that  the improved internal  cont ro ls requi red by SOX provide a benef i t

13 t o  b o t h  g ro u p s . .  S t a f f  w i t n e s s  D o r t  s t a t e d  t h a t  . t h e  . S O X  re q u i re M e n t s  p ro t e c t  r a t e p a y e rs  w i t h

14  i m proved  com p l i ance  and  bene f i t s .  sha reho l de rs  by  p ro t ec t M g t hem  f rom  m anagem ent  i m propr i e t y

15 (S t a f f  Ex .  3 ,  a t  17 ) ,  M t  Dor t  a l so  t es t i f i ed  t ha t  S t a f f  recom m ends  a  25  percen t  reduc t i on  o f  i n i t i a l

16 audi t  costs based on publ i shed reports  by the AmericaN Inst i tu te of  Cert i f i ed Publ i c  Accountants that

17 or i g ina l  es t imates were  overs ta ted,  and S ta f f  recommends d i sa l l owance o f  t he  Company ' s  proposed

18 recovery of non=recurring implementation mosts (Id. ;  Tr.  1085-1087)

A l t hough  i t is important for Southwest  Gas to comply i i l l ly With federal ly mandated -audi t  and

20 repor t i ng  requ i rement s ,  we  be l i eve  S t a f f s  recommendat i on  more  accmat e l y  re f l ec t s  t he  ac t ua l  SOX

21 . cbmpl iancq costs that w i l l  be  i ncu r red  by -  t he  C om pany  . f o r the period that the Yates. set i n t h i s

22 :  -p roceed i ng  as in  e&le¢t.  ;As M r,  Doff po in t s  ou t  i n . h i s testimony,-Staffs recommendation i s based

23 an NuMerous publishedartiéles that indicate there .will be signi f icant  rgduct fons td many Qompahies

2 4 . f i rs t  year implementat ion had audi t  costs . M r .  D o r t c i t e d t o  a w h i t e  p a p e r  p u b l i s h e d 'by.Enterprise

Z5 F i nanc i a l  CohSu l t i ng , . LLp ,  wh i ch suggwis num¢ro\1s ways to reduce SOX costs in futmeyeamts,  and

2 6 °that of compliance. soRvv9u:e applic8tiondone would. saVe. 'a'minixn\nn bf.30 percent of

271 the in i t ia l  compl iance costs (Ex S-4,  at  6)

Wé.a1so # gréé Wi th Sigf f ' s . .equal .  Shei l t ingof  ongoing 'SOX dqmpl iancebbsts given the clear

2

I I III I
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8 'Management eMployees thrOtrgh its Management Incentive Pro8urzrm ("M]P") based on achievement

9 lot the following Eve factors: 1) an improved customer-tmemployeeratiowhen compared to the prior

16. year; 2).a comparison of the Company's customer-to-employee ratio to its peer MOtilities; 3)the results

ll lf customer satisfaction. surveys; 4) the achievement Of a three-year return oN equity ("ROE") target

12 Iand 5) a comparison of the Company's ROE to.its.pecm' utilizes (Ex:A-33, at.7).

13 IMaShas ciaiiliS that these Ive factors-weredesigned to align customer and shareholder interests' (Id.)

2

4

1 \béné5t that shareholders will receive in addition W. ratepayer beneHfs.'

3

5 lwi11 therefore adopt Staff's positionon this issue

6 \Mana2emeritIncentive PrOgram

'likely to be-.greater beneficiaries of the SOX legislation because compliance With the new law will

iprovide additional assurance that companies' linancial statements have a higher degree of reliability

Indeed, ratepayers are at best.only secondary beneficiaries of the SOX compliance procedures.. We

SouthweSt.. Gas provides compensation in addition. to base .salaries-to .eligible

DOCKET no. G-01551A-04-0-76

If anything, shareholders are

Company witness

14 Southwest Gas contends that achieving these goals increases productivity and helps the Company

15 retain quality employees by deferring 60.percent. of the MIP Payout for three years (Id. at 6-11)

RUCO proposes tO reduce MIP expenses by 67 percent to recognize that shareholders receive

17 .the majority of benefits through. achievement of the MIP performance targets, especially .beiweenjate

18 leases. Ms. Dialz'Cortez téstifiedthat amounts awarded underfhe NDP could .be viewed as bonuses

19 \because Ethe" eligib1eindividiiils.é1sqteoeii/e wage and salary increases. She also stated that the

20 lannUel atnomiixtnf MIP CoMpensation is not known and measurable because the layouts depend on

2141 the perfonflance goals (RUCO Ex..3, gt 20-23)

gaff dso...~1'eCo1nmends reducing MIP pacpenses, but pgoppsesg an éqlid. sharing .between
p
| .
i.
E 23 Shareholders and ratepayers. staff MuiesS Dm stem that sl12Lreh6ldezrs. am ratepayers stand Io

24 lBeneI8t.,.from.1he perfozmazicegoals, bi\t'added 'that themes is~no~ assurancethat t1;e..awa1d..léve1s

25. taléhievéd during 'the test Year be r¢v¢¢1©<1 in future years s-4; at9.10)

xx

Southvi/get Gas réspéhds that MAP layouts should b¢.Consid¢1jéxll part of the employees' oyemall

27 | compensation .pmmgé. alia .. Rio in .the cash has."'s\iggested .;hatfh.é employees tQtal pay .is

28. l unrcasozidbll; Ana that the ccxmpany is penalized by the s¢a;ff and RUCQ Pr¢pbs2°ls by~puumgpm of

i
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1 its ma.t1agement's compensation at risk. According to Southwest Gas, if the Company put these

2 amounts in the employees' base salary, Staff and RUCO would not claim that there should be a

3 disallowance.

4 In Decision No. 64172, the Commission adopted Staffs recommendation regarding MIP

5 expenses based on Staflf"s claim that two of the five performance goals were tied to return on equity

6 and thus primarily benefited shareholders. We believe that Staffs recommendation for an equal

7 sharing of the costs associated with MIP compensation provides an appropriate balance between the

8 benefits attained by both shareholders and ratepayers. Although achievement of the performance

9 goals in the MIP, and the benefits attendant thereto, cannot be precisely quantified there is little doubt

10 that both shareholders and ratepayers derive some benefit from incentive goals. Therefore, the costs

l l of the program should be borneby both groups and we find Staffs equal sharing recommendation to

12 be a reasonable resolution.

13 Supplemental Executive Retirement Plan

14 Southwest Gas offers a Supplemental Executive Retirement Plan ("SERP") to the Company's

15 officers. Company witness Mashas testified that the SERP is necessary "to ensure that the retirement

16 and deferred compensation portions of [the ofll'icers'] total compensation are on parity with all other

17 employees of Southwest whose retirement distribution is not impacted by certain IRS regulations"

18 (Ex. A-33, at 3). Mr. Mashas claims that recovery of the SERP costs is reasonable due to restrictions

19 on these employees' basic retirement plan ("BRP"), exclusion of deferred compensation firm the

20 BRP calculation, and the need to ensure attraction and retention of qualified employees. Mr. Mashes

21 explained that [RS regulations place limits on pension plan calculations for salaries exceeding

22 $165,000 and thus salaries in excess of that level are not included in the pension calculation. Mr.

23 Mashas stated that the SERP provides officers with a retirement benefit equal to 50 percent of the

24 average of the last three years salary provided that they are at least 60 years old and have at least 20

25 years of service (Id. at 5-6). In addition, IRS regulations place restrictions on the Company's 401(k)

26 contributions to the extent that "maximum contribution levels represent a significantly smaller

27 percentage of an officer's salary compared to other employees" (Id. at 4-5).

28 RUCO witness Moore proposed a reduction in test year expenses of approximately $2.7

I
i
I

I
I

I

18 68487
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9

1 million associated Mth the SERP. Ink. Moore stated the cost of these supplemental retirement

2 benefits for select executives is not a necessary cost of providing gas service to customers because the

3 Company's officers are already fairly compensated with a wide array of benefits, including a

4 retirement plan. Mr. Moore cited to the Company's most recent rate case before the Nevada Public

5 Utilities Commissions where Southwest Gas' SERP expenses were excluded from the Company's

6 operating expenses (RUCO Ex. 5, at 28-29).

7 We agree with RUCO's position on this issue. Although we rejected RUCO's arguments on

8 this issue in the Company's last rate proceeding, we believe that the record in this case supports a

9 finding that the provision of additional compensation to Southwest Gas' highest paid employees to

10 remedy a perceived deficiency in retirement benefits relative to the Company's other employees is

l l not a reasonable expense that should be recovered in rates. Without the SERP, the Company's

12 officers still enjoy the same retirement benefits available to any other Southwest Gas employee and

13 the attempt to make these executives "whole" in the sense of allowing a greater percentage of

14 retirement benefits does not meet the test of reasonableness. If the Company wishes to provide

15 additional retirement benefits above the level permitted by IRS regulations applicable to all other

16 employees it may do so at the expense of its shareholders. However, it is notreasonableto place this

17 additional burden on ratepayers.

18 Miscellaneous Expenses

19 Through her Direct testimony, Company witness Aldridge indicated that the application

20 included an adjustment to remove certain miscellaneous expenses for items such as gym

21 memberships, donations and meals (Ex. A~29, at 23).

22 Based on his review of data requests, RUCO witness Moore proposed an additional

23 adjustment to remove from test year expenses "payments to chambers of commerce, non-profit

24 organizations, donations, club memberships, gifts, awards, extravagant corporate events and for

25 various meals, lodging and refreshments, which are not necessary in the provisioning of gas service"

26 (RUCO Ex. 5, at 25).

27

28
3 Application of Southwest Gas Corporation for Increase in Rates, Public Utilities Commission of Nevada, Order 'm
Docket No. 04-3011 (August 30, 2004), at41.

19 68487
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Iii her Rebuttal testimony, Ms. Aldridge éf8;ed that =RUcoha~d filed to ju.lstii$'the exclusion

2 'of tHevélious miscellaneous .eXpenses"identitied.byMi, Moore. Ms. Aldridge claimed. that the-Vast

. \majority .niche are. reasonable G d Necésséxy Business eyépensés and Should

4 Tremain 'm cost of service. However, atiqf adgiitignal review, M3...Ald;i.d8e.acc;pted~.gxclusion.of.a

lportionof RUCo9s .Propbséd disdlowanée gs62,165.Anzonajm-isai¢u°na1), but fui'thert¢stified that

6.I alibepting RUco's  ̀recommendation 'would ~resu1i . in 'exclusion of expenses related ~to moving

7 l expenses fqr atrhnsf¢rred ennployeég..safeiyawatdg 9.ndcosfs related to the. Company's Opemtion§I

1.
I
I

I

8 ICentei'; 'alcbhal'aidriNgtésdxigg and éohiiiiuins lirvfeésiprial édu¢ado1;'cBx. A-30,at15716)

In.his sUtrebuual ftéstiinony, Mr. Mooré indicated there Were additional expenses"the

10 ICQrhpany had' not removed that RUCO. béliévgs .should hot.be reqpvérable thrpogh.ratés" .Exiamples

11 \ofexpenses that Mr; Méoié claiins remai11.iNI1he Co;npany's miscellaneous expéuses include: liquor

I 12 \coffee, water, ice, Sodas, .smoothies,. bagels,9~donuts, subs, trophies, flowers, gift certificates

13 photographs, .chla\ri1abieJc0mmu;1ity Qlub. donations, travel féductibn iprograuuas, silaarehdlde;

14 meetings, recognition~ events, 3 sport.S' eVents, club memberships, arts work, and barbecues and

15 l accessories (RUCO Ex. 6, at 20-21), Moore'stated that RUCO w6dd.agr¢e to redu¢e.itS

16 proposed disallqwance by .appro1dni~artely.20 perceNt, 5-dm. $346,299 to $277,039, "to avoid...the

17 I tedious litigation online-By-ling exarhiimhtion of theto pages of woxkpapers" (Id. at21)

In hei'~Rejoinder teStimony,Ms.Aldridge q:laimed.thatspecific items identifiedbyMr.Moore

19 l(i.e., .Ii¢1u6r, club donations, sports...events, club memberships, barbecues) removed by .thewere

Cb ICornpany as part ¢f the $62,165 .adjusunem d¢s¢rib¢a above (Ex. A-31: at 14-15)..She indicaxeci max

21 \certainmeai costs and expenses related"i6 employee appreciation and'chéIitable events were not

22"lréndow}ed because she Believes such expenses are. feasehable .business expenses; £Ms. Aldridge also

23 \criticized RUCO'S of thewor@épe1s provided tljfpughida1a request§as. lacking st1$ci¢1}t

24, I detail" which was "not.. even enough=fdr the Cornbdnv rd .det¢rri1ine.whetl1er .a.transaqtion' should

25. \remaiN in cost of Service" (¢1I1Ph=isis"0ri8iii2l)(Id- at.16). She therefOr¢°¢onc1udedthat "RUCO has

26 \s'impiy presentad..inéli1Mcient.evidence support' .their pwdposed disallowance'= (Id.)... 011 CIOSS

27 l€xéu'hination, Ms.A1<1ridge maintained that she removed ̀ éxpénséS. related Tb batbeétles,-;T¢ep

28
. I tours;auf; balldon rides; aspM~'0>.t11¢. $62,165 gajUsmegt,-but mar othéi' .expenses fotitems such as

3

5
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awards for meter reading accuracy, . é2fe driving .aWards, "s&1aa.reho}der meetings, photographs,

sympathy cards hid flowers ire necessary. business expenseS that should be'recovered through rates

(Tr. 353-358,583-587). She admitted tiiat theexclusionbf $62,165 of expenses (fopbabecUeS, Jeep

4 :ours aw.) wemeremoVed .only tex' Rico raised me issue through its testimony (Ir. 583).

5 Although .we appreciate MS; Aldridge's. attempt tO exc1ude. expenses that are clearly

6 I imappropriale for lebbvery Hom ratepayers, we do not believe that the Company has Niel its burden Of

proVing the reasonableness of dl of the miscellaneous expenses.for.which it seeks rec0véry.. It.is

8 I curidus.that S.ouhVrés Gas seeks to .cost the burdenof proving the t reasonableness of expenses on

9 l RUCO,.especia11y once RUCO prob/idedzsbme evidence thiit certain Claimed expenses are

lb l inappropriate aLridWhich evidexice, bY the Company'S own. admission, should result in additional

11 I exclusions. Giv¢ri'u1¢ state of the.recordit iS imélear precisely which .additionadlmiscellaneods

12 expenses should be excluded from cost of service, but we believe that at least a pa;tion of the items

13. \that theCompaily believes' are reasonable Business expenses shouldbe disallowed (e.g., slaalreholder

14 \ meeting expenses). Becaixse the CQrnpan§ failed to sustain its burdeutn of proof oh this issue,but also

15 lrecogriizilig'that many of these miscellaneous expenses maybe legitimate .and reasonable business

16. l'¢xpl¢ns¢s,we win .aisau¢w half of.RUCO's o1igi1na1.pr0p6selddisallowance ($346,299 x 50%
17 I $173,150 disallowance)

18 I Southwes Gas Legal ArgUments

19 Throughout its.lega11;aefs,.s¢ut\iw¢Sf.cas repeatedly bites the case.of Ag1a4aeim,..Riverside

29 Banning Colton, aNd Azi4u'a California v. Fedéi°al.Ehergy RegUlatory Commission, 669 F.2d 799
i

21 l809.(U.S. App D.c..1981.),.to éupportits assertidnthat .Stgjtfs. recbninigndétions midst fa.i1.because

22"l Siam failed to pzéesént sU8¢ienr eVideiice.to'iaise8 sen fv .doubt as to the pmdenée of the CompaNy's

23 \15ro1ios8NL .AS pbjnts out. in its Reply Brief, the Angzhéign case was based. éni.the-fedepd Power

24 I Act vouch, t¢'°16uL$..c.§3244(e),. iMpdséé, on rhquulity bvmpany the "burden ofp;99f.t0
25 I shoirit that me i11a=@~¢ase<1 . mW.§f charge is iu=s-f aaa Ibas6nab1e.,".. .Me~Anaheim case, While Not

26 I conrro11iné.pr¢°=¢dmcit, 'a150 s¢éI1<18 for me proposition once°apa1'ty chalIenges me proprigtyiéf a
27 bf the appligationwitli sohizg credible. ewiideniéé, .it. iS incumbent upon Qhe

28 | utility lb delilonstrale the reas,dnablenéss .of. its . pr0pQsdsi . The eVidence presented through ; sWam

I.

n

7
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1 te§timony anE1 i;tl1¢r..eXhibits .has been canéfqlly Weighed hid 3.just...4nd féasonable result achieved

2 Based on consideratiohfof &e¢ompemgMdm¢ and .argumeht$...l As éstablished bathe Arizona

3 ConstitutioN and relevant case law, tl1lsCo,;nihissioi;-has broad .distrertidn in. setting just and

4 reachable rates' .and.we.be1ieve. our .1inéiiNgs'=he;°ein5 achieve the%~gQad. despite. the Company's

5 disagreement

Southwest Gas aland repeatedly. cites West Ohio Gas v. Public Utilities Commission Q

7 294 .U.S. 63 (1935), tO support. its contention that speciiideikpense items, including advertising and

8 promotional costsjmust be Presu1ped..;easonable.~ While the West Ohio~Gqs vindicates that"'good

9 faith" should be preéimied on thepart 'of a company§S.11W1Bs¢rs.wl¢h respect to.the~,prud~ence-.of.

10 expenditures, We disagree. with the position hdvocatédby .Sdutliwest G8s.tI;a§ ow consideNtion of the

11 reasonableness of any Pdgmsular expeliiSemay nopirielude reebgnitiqn pf the relative beriefits .thatMay

12 be derived from Suchcosts. The test of reasonableness is based on a host of considerations presented

13 in the record and may not be reduced 'to a simple Pass through of costs claimed by the Company in

14 order to pass legal muster . The Comniission's.ratem2ki1ug. authority. allows precisely the type of

15 analysis that has Been conducted with respect to these eXpense items and is cpnsistentwith.case law

16 interpreting that authority

17 Net Operatingilncome

Consistent With the foregoing discussion, we allow adjusted test year .Opemalting expenses

19. of $275,031,605, which based on test year mvenugs of $322,855,978, resudté; in.tést year ékijusted

20. opeiélting income. bf $47,834,373, a 6.63 percent rateo f on

COST OF CAPITAL

As amended at"the.h¢aring, Southwest Gas recoiimmends thatthe.-Commission determine the

23 Co11ipany's'cost'Of common equity Tobe 11.42 péroentifits proposed conservation tracker

24 ("CMT'7) is nofadoptéd and 1lQ1.7pe;ceNt.withadbption of the CMT (see.diS9l1ssion of CMT below)

25 The Company's weighted cost of cblpitalmcoMniendatibn. is 9.24 pemqentwithoUt .the CMT .and 9113

26 be=rcént=with the' CMT (Ti. 783-784; B>&,.A.54).- tecommends a.'cQst Qr ctpmmbn equity rate of

27 9.50 péiéént with. an overall w¢;ghf¢<1 avérggc cost Qr Cipithl deterzhinagioh of 8.40 percent'(Ex.S-l

28 SGH-I, Sched. 1 I). RUCK pr6poses.'a,doptio0..6f.a 'cbsf .of¢;ommén equity of ;10.15 percent.aNd. a
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1. weighted average cost of capitalof 8.64 percent (RUCO Ex. 1, WAR-1)

2 Capital Structure

During the test year, SoUthwest Gas had an average actual capital structure consisting of34.5

4 perCent common equity, 5.3 percent preferred stock, and 60.2 percent long-term debt (Ex. A-38

5 TKW-1). The Company, Staff; and RUCO agree that the Commission should employ a hypothetical

6~ capital strL\cme for PurposeS of setting rates in this proceeding; However, Staff disagrees With the

7 Company and RUCO as to the composition of the hypothetical structure

Southwest Gas proposes adoption of hypothetical capital structure of 42percent common

9 equity, 5 percent. preferred equity, and 53 percent long-terrn debt (Ex. A-38, .at 8-33). According to

10 Company witness Theodore Wood, Southwest Gas has improved its actual. Common equity ratio from

l l 31.1 percent in 1995 tO 37.0 percent as of June 30, 2005, despite the financial challenges facingthe

12 Company from a combination of rapid customer growth and inability to am its authorized rate of

13 return (Ex. A-40, at 7). Mr. Wood stated that the Company's requested .42percent hypothetical

14 structure is Consistent with past Commission practice tO set the equity ratio above the Company's

15 actual capital structure but below the average of similar risk natural gas distribution companies (Id. at

16 11). Mr. WoOd criticizes Staff's proposed 40 percent capital structure and cites to Southwest Gas

17 issuaNce of approximately 15.8 Nonillion shares of common stock between 1994. and 2004§ netting

18 $313.7 million inpioceeds, as Well as 'the receNt $60 million Equity Shelf Program, as examples of

19 the Company's dedicatioN to improve its equity ratio .despite tiinzlrncial hurdles (Id. at 16; Ex. A-39, at

20 20-21).- Mr; -Wood was also critical of Sta:tlf's recommendationth require a foInnal recapitalization

21 plan. because of .the dilution effect on existing shares and the potential negative impactonthe

22. COmpany's..stocJc. Price. Accot'ding~ to ML Wood, such a requirement Would be .detrimental to the

23 'integrity of existing capital and could hindcrthe COinpahy's ability ,to proceeds frOm

24. subsequent stock otfeiingS (Id. at 21-22)

Although; as discussed below; RUCO disagrees with Southwest. Gas' cost .of capital

26 iecOnimeNdation, . it agrees With...the. Conlpany's hypothetical 'capital strUcture proposal.: RUCO

27: withess.Wi1liam Rigsby. thatlie adopted the Company's hypothetical 'structure in his analysis

28. Southwest 'is <=10Se to' the..average'debt and.équity.peicentages'iii his sample group 'of
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1" local distribUtiOn.eoinpan1'eS` ('1.DCs")' The capital .Struetureslfor 'sample group averaged 51.2

2 percentlong-tenn..debt, 0.3 percent preferred equity, and.48.5 perceNteommo.n.equity (RUCO Ex, 1

3.. at 44-45).".Thus, When Southwest Gas' preferred aNd common eqlu'ty are eoinbined. UNder RUCO's

4 propos¢d hypothetical structure, a 47 percent total .equity ratio is aGhi¢Y¢d for'pu1poWs..of analyzing

5 the Company's cost of capital

Staff recommends that the Commission adopt a 40percent hypothetical. Structure, With .5

7. percent preferred stock and 55 percent debt, .for purposes of determining Southwest Gas? overall cost

8' of Capital in this proceeding. Staff wimcsS Stephen Hill testified that the equity ratio of Southwest

9 Gas has'been'consistent1y 1ow.for morethan a decade and that ratepayers should not be required to,~in

10 effect, subsidize the Company's eqUity return to the extent .requested by Southwest Gas (Ex. S-1, at

ll. 20¢27). Mr. Hill stated that Staff's recommeNded 40 percent equity ratio provides. arr appropriate

12 balance between financial .safety and economy for Southwest . Gas and is consistent with 'the

13 . hypothetical. structure adopted in the Company's last ratecase (Id.). Mr. Hill also recommends that

14 the Commission should require Southwest Gas to. submit a Ne-capitalization plan for how .the

15 Company can reach an actual 40 percent equity goal prior to its next rate proceeding, Mr. Hill further

16 proposes that if  the Company elects .not to increase equity capital to at .least 40 percent, the

17 Commission should set rates in the next case using the actual capital structure at that time (Id. at 26)

Although it did not present a specific cost ofcapitad recommendation, AUIA criticized Staff'.s

20 least 40 percent by .the Company's .next rate case..AUIA argues that the cause of the Company's

21 .~ debt-heavy. capital structure is its inabilityto earn its authorized rate of return Over a number of years

22= Whichfit claims is atl.1east as damaging to shareholders as ratepayers. ~AUIA witness Watter~Meek

23 tesd'ed that." shareholders .would .Support a plan .to . achieve a 210.-. Percent equity ratio if. the

24' ComMission Would 'adopt ba. rate. design that wouldeNable SOuthwest to. actually.. earn its

19 in rpquige Southwest Gas to adopt a'recapitalization plan to increase it;-equity ratio to..dt

25. authorized rate of return (AUIA Ex..2, at 8)

We #8f¢¢*wia1 Staff that use of a 40percent .eqm'ty rdtior iS apppopriéte thisproceeding....The

27. `40' percent ratio in mare than 5 points higherthalnthé ratio in.exisLtenééat tlié exit .of the testyear and

28 8 =points. zhigha .than .1;he .Company's... at the ...¢nd.. Of ..Time.. 2005.1...... Ihis.°h§rpotheti¢al. capital
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1 structure is consistent with our Order in the Colnpany's last rate case (Decision No. 64172, at 17)

2 \Although Southwest Gas has made some progress over the past decade to improve its equity position

3 \relative to debt, our continuing need to employ an inflated equity ratio for setting rates in case after

4 lease highlights the need to encourage even greater efforts to increase the equity ratio. Ultimately,

5 'however, the level of equity lies within the control of the Company's management and not with

6 ratepayers who have been asked to shoulder the burden of rates set based on a hypothetical structure

7 I that does not actually exist

8 As Staff witness Hill pointed out, ratepayers have for many years been burdened with an

9 authorized return set using a hypothetical capital structure far greater than the Company's actual

10 equity ratio. At some point, we must send Southwest Gas a signal that it must improve its capital

11 'structure up to the hypothetical level that has been employed for many years or it must live with the

12 results of its actual capital structure. Therefore, we believe it is also appropriate to adopt Staffs

13 l recominendation to require Southwest to submit a re-capitalization plan explaining how it intends to

14 achieve a 40 percent equity prior to the Company's next rate case. We do not believe it is necessary,

15 lat this time, to determine whether failure to reach the 40 percent goal would result in use of the

16 Company's actual capital structure in its next rate case. However, the possibil i ty of  such a

17 determination in the next rate case will depend on the Company's efforts to make progress on this

18 I issue based on the plan it develops and implements pursuant to this Order

19 | Cost of Common Equitv

20 Determining a company's cost of common equity for purposes of setting its overall cost of

21 capital requires an estimation that is both art and science. As evidenced by the competing

22 I methodologies employed by the three cost of capital witnesses in this case, there is no clear-cut

23 answer as to which formula should be used for reaching the appropriate outcome. Rather, the three

24 expert witnesses, Messrs. Hanley, Hil l , and Rigsby, each rely on various analyses for their

25 l recornmendations.

26 Southwest Gas

27 Southwest Gas' expert witness, Frank Hanley, based his common equity cost recommendation

28 lot 11.42 percent (or 11.17 percent with the CMT) on the results of his common equity models,
9

25 68487
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namely, the.Dis<;01inted.C:éish Flow ("DCF'),. Risk. Premium Model' ("RPM"),. Capital Asset PriciNg

2 Modél..("cAPM"), Conipdrable EamingS ~Modél ("COM'?). `. Accprdi1:ig.toM;°; Hanley use of

tlieSé mddelsris.consistent withthé E$cient Market Hypothesis ("EMH")i .which.is based 04 the

pmendise that investoi's.lare aware ,of 'all releVant publicly availab1é'infoImatibn..in their

investment decisions (Ex. A-.35, at 20-24). 'Mr. Hanley stated that, absent evidence to the contrary, it

6 must. be ass\ilnéd that investors are~aware of allof the models he used in his' analysis and- that those

7 . Winvesfors take the models into account in maldlnz their.decisiox;s (Id.)

In his analysis, Mt- Hanleyj devdopd twbiprpxy groupsbf comparable. gas .distribiltidn

9 companion..Based ad an histoificadcdrnparisbn of Exryalncial data for the proxy groupsandsouthwem

10 Gas, .Mr. Hanley found that Southwest Gas has earned returns well below thosesof the proxy groups

11 (Tr. 680-681). , AccordiNg to Mr. Hanley, during the period of 1997 through 2003, Southwest Gas

12 achieved an average return on actual book common equity of 6.74 percent in Arizona, compared to

13 the 11.62 percent and 12.11 percent average return on equity ("ROE") realized by the proxy groups

14 (Ex. A-35, FII-I+I)

The Company argues that there is an even greater disparity with the proxy group ROES if

16; soUrest Gas' greater level of business risk is taken into account as evidenced bathe Standard &

17. Poor business protileof 3.0 for SouthwestGas compared to the proxy group average profiles of 1.8

18 and 2.0 (Ex. A-35, at 13-14, FJH-11). The Company alsoclaims its ROB request iS reasonable

19 composed rd'oilier litigated cases for LDCs across .country the past several years, Whéré'thé

20 average ROE granted was 10.91 percent, for companies with a common equity ratio of 47.5fpercent

21 (Ex..A.36, at 41, FJH-24). ,The Company argues that these comparisons support the need for a higher

22 ROE because Southwest Gas is more risky, from both a business and tinanciallisk Persqiéeqtive

Southwest Gas contends that Staff's recommended ROE undemstateésignificantly a`r¢asonabIe

24 return for theCompanybascd.qn ValueLink forecasts for.other LDCS..-Mr. Hanley. cited to a Value

25 Line.'surveylf;om June 1752005, which reported an expected .12.5 'Percent' ROE for such companies

26 relative to 'a 45.5. percentppmmon equity ratio (Ex.j.A-37,~.a;. la).... Mr. Han1ey criticized Staffs

27; reliance. an' the DEF .method for défennining ROE based =.9n`hiS claim ,that .the ,DCF gteiidsio

28 understate the.cord1non' éqiiity 90st rates When market .VaLlue$~.gx¢éed...bb6k. Values arid whén~ zilch
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I

l

1 market-based investors' required rates of return are applied to lower book values (Id. at 7).

2 The Company also cites to the Hope and Bluefeld cases, as well as Article 15, §3 of the

3 Arizona Constitution and Residential Utility Consumer Office v. An'zona Corporation Com'n, 199

4 Ariz. 588 (2001), for the proposition that the Commission must consider Southwest Gas' greater risk

5 relative to other LDCs when determining an appropriate common equity cost rate.

6 RUCO

7 RUCO contends that its proposed 10.15 percent cost of common equity is appropriate given

8 the Company's actual capital structure, the current environment of relatively low inflation and

9 interest rates, and the Company°s relatively higher financial risk compared to other similar LDCs

10 (RUCO Ex. 1, at 43-45). RUCO witness Rigsby employed both a DCF analysis and CAPM to reach

l l his recommendation. His DCF analysis yielded an 8.91 percent COE result, while the CAPM

12 resulted in a range of 8.82 to 10.39 percent (Id. at 27). I n reaching his 10.15 recommendation, Mr.

13 Rigsby rounded up (to l0.40) the upper end of his CAPM results, and then reduced that result by 25

14 basis points to achieve RUCO's proposed 10.15 cost of common equity (Id.).

15 Mr. Rigsby aclmowledged that his proposal is 124 basis points higher than the 8.91 percent

16 DCF result, but contends Southwest Gas' heavily leveraged position and higher level of financial risk

17 compared to bis proxy LDCs warrants a recommendation at the higher end of his results. He also

18 states that his recommendation is close to the 10.50 percent return on common equity adopted by the

19 Nevada Public Utilities Commission in Southwest Gas' most recent rate proceeding (Docket No. 04-

20 3011). Mr. Rigsby indicated that his decision to lower the COE recommendation by 25 basis points

21 from the CAPM upper end was based on RUCO's recommendation to adopt a rate design that

22 mitigates income volatility to Southwest Gas by shifting more of the revenue recovery from the

23 Company's commodity charge to its f ixed monthly charge, in lieu of adopting the Company's

24 proposed CMT (Id. at 28). On the other end of the spectrum, his recommendation of 124 basis points

25 above the DCF result reflects concern over the Company's inability to achieve higher levels of

26 shareholder equity and the Value Line comparison to other proxy LDCs compared to Southwest Gas

27

28
4 Federal Power Commission et al. v. Hope Natural Gas Co., 320 U.S. 591 (1944);8lu9'ieldWaterworks &Improvement
Co. v. Public Service Commission of West Virginia, etal., 262 U.S. 679 (1923).

27
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In~detenni1iing~.StaE's. cost °f gammon' equitY rewmmendation Ir; proceeding, Staiff

4" witness Stephen Hill conducted 5 DCF analySis Which resulted in a cost of cbmmoi; equity estimate

5. of 9.20 percent. .Mr.. Hill stated in bider .to supported temper his DcF..i*esdts he usedthiee

6i' Middy ec6nomeMc models to estimate' the' Cost of www capitalfor a . of ams. Similar in

7-. investmeNt dskm Southwest.Gas. The three M8804 Methods used by. Mr. Hill are: 1) CAPM;2)

8 the.Modiiied Earnings-Price Ratio .("M§EPR'7); and 3) the Market-to-Book Ratio .("MllB"). ,The

9 sample Proxy companies used.for these Models arethe Same as` those employed by Mr. Hill for his

10 DCF analysis (Ex..S-.l,- ét 36-37). Mr..Hill's. CAPM analysis resulted in a cost. of capital for..the

l l  .  proxy companies ranging firm 7.71 to 9.38 percent (Id., Sched. 7).. For the MEPR model, the cost of

12 equity capital ranged from 8.68 to 8178 percent (Id., Sched." 9)... Finally, Mr. 1-li11's MTB analysis

13 resul tedin cost of equity capital ranging from 8.84 to 9.46'perceht (Id., Sched 10)

AlthOugh Mr. Hill relied primarily On the 9.20 percent DCF result for detenluining his cost of

15 equity recommendation, he also averaged the corroborative results (i.e., CAPM, MEPR, .and MTB)

16 which produlwd orange of 8.41 to 9.21 percent, which he noted almost entirely below the .DCF

17 result( As a result, Mr. Hill coNcluded that the DCF was.a coNservative (i.e., high) estimate of the

18' Company's estimated post of elm°tyeapital and ihemedbre the DCF result should be considered to be

19. in the Uppér 'ié1f'1'§él8i""equdty. capital cost for Southwest Gas. HQWever,.due to his -eicpectation kjf

20 higher shirt-tenn interest rates in the. near top, Mr. Hill Stated Tina! it Was appropriate to set a range

21 so that his DCF result is near the middle of a reasonable range.. He therefore determined that the best

22. estimate .of the cost of equity capita1':for.a company.facing..sinnjlar.risks as. that .group. of gas

23. distributionbompaniés ranges Iibrxi 9.00. to 9.50 Percent (Id. at 37). Becaixse Southwest. Gas' capital

24 structure. <>0i1tH°ms less qommonfequity them the p1;oxy,gr6up he used .to .estimate the cost of equity

2.5 . capital, Mi; Hill concluded that the additional risk faced by Southwest Gas variants an equity

26 . Ar the .high bed of his range, Qt' 9.50 percent (Id. at 40)
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1 Conclusion on Cost of Equitv

2 We believe that Staff's recommended cost of equity capital in this proceeding achieves an

3 appropriate result that is supported by the evidence in the record. Staff witness HilTs use of the DCF

4 as the primary basis for determining the Company's reasonable estimated cost of equity capital is a

5 methodology that has been used for many years by this Commission, as well as other regulatory

6 commissions across the country.

7 As Mr. Hill explained in his testimony, both historical and projected growth rates were

8 calculated for his sample group of gas distribMon companies. The companies in Mr. HilTs proxy

9 group possess similar risk characteristics and, based on a sustainable growth rate supported by data

10 published Value Line and odder financial publications, produced a growth rate estimate of 5.12

l l percent (Ex. S-1, at 29-34). Although Staff's COE recommendation is based primarily on the DCF

12 analysis, as explained above lVI.r. Hill ds conducted a review of other COE formulas, including

13 CAPM, to corroborate the DCF results.

14 Mr. Hill also testif ied that the methods utilized by the Company's witness, which depend

15 heavily on beta (a relative risk measure which is designed to measure investor risk), does not provide

16 an accurate portrayal of actual investment risk (Tr. 877). Staff points out that the Company's witness,

17 Mr. Hanley, excluded 8 of ll indicated DCF return rates from his proxy group based on his opinion

18 that any result under 9.90 percent did not reflect returns being authorized in other jurisdictions. As

19 Mr. Hill pointed out on the witness stand, if those 8 companies were included in Mr. I-laNley's DCF

20 calculation, the result would be approximately 9.2 percent, which is almost identical to Staff's DCF

21 calculation (Tr. 876).

22 After reviewing the various proposals summarized herein, and as further described in the

23 testimony prepared by the parties' expert witnesses, we believe Staffs cost of equity capital

24 recommendation is an appropriate result for determining the Company's overall cost of capital in this

25 proceeding. Statler's DCF calculation of 9.20 percent, with an upward adjustment of 30 basis points to

26 9.50 percent, gives recognition to the higher risk faced by Southwest Gas.

27 We are not persuaded by the Company's legal arguments that adoption of Staffs cost of

28 equity recommendation would result in a violation of the Commission's authority under the Arizona

29 68487
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1 Constitution, the case law intélvretiris that authority, or of the Hoppe @nd.Bluefield decisions; .Article

2 15, Section .3 of.the Ariz0na,C0nstitution prbvlides 'm relevant part the Commission -"shall have

3 ful l  power to,,and shall,. piescgibe just and reasonable clgSsi5g:ations. tO be used ahdjustgatid

4 reasonable ratés andpharges to be made and collected, by public. service .corpdratiqns the State

for .sei'vice rendereci.them'ein." In deternnilning just and reasonable rams; the Commission has broad

6 discrotion'subject~to the obligation to ascertain the Fai; value of the utility's property, éndoStablishihg

7 rates that "meet the overall operating costs of,the utility and produce a reasonable rate of return

8 Scares, et al. v. An'zona Corp. Com in' 118 Ariz..531,534, 578 p24612 (Ct. App.I 1978). Under .the

9 Arizona .ConstitutiOn, a utility. company is entitled to a fair rate of rétuxn onithe-jfair..vide omits

10 properties, "no more and nO 1ess."Litchfeld Park Service Co...v.Arizona Corp. Com 'n, 178

11 431, 434, 874P.2d 988 (Ct.App. 1994), citing Arizona Coin. ,Com'n v. Citizens Utilities. CQ., .120

12 Ariz. 184 (Ct. App. l978)Q The 011 cited.Hope ind Bliaq held cases providqthat the.ret1nn determined

13 by theContmission must be equal to an MvesmeNtwiM similar risks made at generally the same

14 time, and should be sufficient under efficient Management to enable the Company to its

15 credit standing and raise funds needed for the proper discharge omits duties

16 For the reasons described above, we believe that adoption of Staff's recommendation f o r e

17 9;50..cost of equity capital, and qveralll 8.40 percent weighted cost of capital oomplyWith these

18 obligations.. Staff's expert witness, although pdinérily relying on the well-established DCF method

19 fol calctilaiing "his"c6§f -. equity capital,.8dso employed two other teété as a checkon-of.," the

20 'reasonableness of his results: He alSo pointed out that the Compares witness arbitrarily exchiliéd 8

21 -of the 11 compam'es in. his proxy group because lheyproduced DCF results less than 9.90percent

22 and thus skewed. downward the overall. results. on his analysis. Moreover, Staffs witness gave

23 reeognitidnto Southwest Gas' highly leveraged capital structure by adding 30basis points IN his DCF

24'. results.. We therefore believe that adoption of Staffs recommendationresults iN a just and .ieasoriable

25 return for.So1iihwest Gas'baSedpn the record of this ptoéeédiNg

We thdcfore adopt acosta equity. QI9.50 Percept, which r¢é.ultSin.an ovemallweighfed cost

27 of capital Of 8.40 percent

28

5
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Common Equity

Preferred Equity

Total Debt

Percentage

40.0%

5 .00%

55.0%

Cost

9.50%

8.20%

7.61%
l

1

2

3

4

5

6 AUTHORIZED INCREASE

7 Based on our findings herein, we determine that Southwest Gas is entitled to a gross revenue

8 increase of $49,345,636

Avg.Weighted Cost

3.80%

0.41%

4. 19%

8.40%

Fair ValueRate Base
Adjusted Operating Income
Required Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$1,169,584,038
47,834,373

6.63%
77,508,617
29,674,244

1.6629
49,345,636

9

1 0

1 1

1 2

13

1 4

15

1 6

1 7

18

1 9

2 0

2 1

2 2

23

2 4

25

2 6

2 7

RATE DESIGN ISSUES

Conservation MM Tracker

Southwest Gas has proposed in this proceeding a decoupling mechanism that it calls a

Conservation Margin Tracker ("CMT") to address the Company's ongoing inability to achieve its

authorized rate of return due, at least in part, to declining per customer usage on its system. The

.Compazry has proposed that the CMT be imposed only on the residential class (although it does not

oppose broader application). Under the CMT, if Southwest Gas does not achieve its authorized

"margin" (i.e., all costs of providing gas less the cost of the gas itself) per customer class, the CMT

would track that shortfall and impose a surcharge on customers in that class the following year based

on the prior year's revenue shortfall. In effect, the CMT would insulate Southwest Gas from the risk

associated with declining gas usage by customers.

The Company claims that the CMT is a reasonable cost recovery mechanism for the following

reasons: it would eliminate the Company's financial disincentive associated with promoting Demand

Side Management ("DSM") programs, it would not discourage consumers from conserving natural

gas because the more a customer conserves the more the customer would save; it would charge

31 68487
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1. ~ l erato&eré only t h e ired. costs bf .sérvice thatl i n Cdmmission dxithoxjized i n Me ratwase;  . i t  would

2 lprdect cusk>Mei°s.5froin. the.  Cqixipany gaming more than i ts at \ thorized.mhrgin per custdmer during.  a

3 sco l der  t hen hdnicial hedt i r i g  season;  i t .  would Protect  the Company f rom decl in ing resigiéi i t ial  usurper

4 l¢Wtomer;  aha i t  woidd Prov ide the Company .w i th  a  fnpre cons is tent  reyenué St reamby redx ic iNg i t s

5" | dependeNcy oh Sam;td récovér the authorized margin per custanier, thus .having a positive impact

6  l o i l i hé  C6mpany"s. . ra t i ngs w i th  cred i t .  hger i c igs  b i1d. . rgduc i1 ig  borrow ing co$ts . -needed- . tQ .  f und

7 growl ing (Ex.  A-19§.at 18-23,  Ex.  A-20,  at 14422, .Ex. A - 2 1 ,  a t 5-9).. ' '.Soutliwwt.Gas

8 léodtends that .  i t  i s  .w i l l i ng to modify ¢\ i¢ CM T or accept another. type o f  decoup l i ng  m echan i sm  t o

9~ \address the.d e c l i n i n g usage problems that  i t  c la ims al l  part ies have acknowledged exist

s o  o p p o s e s . a d o p t i o n ' 6 f ' t h e  C M T because cl istpgners vi /ou1¢ be charged More for gas.that. iS

1.1. I no t used t he  preced ing  yeah.  S ta f f  a rgues t ha t  i f hatnutal gas is relatively inelastic, as.the C o m p a n y

12 \ c6ntend§,  the potent ia l  f or  ongoing conservat ion Would be m i t i gated and Usage leve ls  w i l l  . s tab i l i ze

13 \over time,  thus minimizing . the decl ining i lsage that impactsthe Company's reveni ies.  However,

14  [ t he  dec l i n i ng Usage. trend pontihugs, Staf f  c la ims that the CMT would result in customers incurring

15 l additidnadcharges if their conservatiQn eft`otts proved Successful, thereby discouraging price signals

16 tha t  cou ld  l eadto  conservat i on .  S ta f f  a l so  opposes the  CMT on the  bas i s  t ha t  i t  cou ld  resu l t  i n  sharp

17 lincfwkses f o r residential customers. if the CompaNy fails to iecova its authorized margin. Staff'argueé;

18 . | that i1hp1=men¢ati<m. of t he  C M T W ou l d  p rov i de  Sou t hw es t  G ds  aguaxan t eed  ra t e  b f  re t u rn  ; ' o t he r

1 9 ' | tbhIi the oppQrtunity'to. earn la reasonable return as b y  l a w .  S t a y asserts tbamthe Compalny ' s

26 l.hiswiri¢a1 to earn i ts authqrizéd return should béaddressed i luough tlraditionalrate design

21 I  methodologies,  such as gradual l y  moving c loser.  to  a more cost -based . rate design.  Sta l f f  po ints out

2 2 . l j ¢ha¢ the Nevada. .Commission . re jected» an a l inoSt ident i ca l  d¢Coupl in8 .111¢¢hai1 ism.proposed.by

23 SouthWest Gas

R U c o . a L l s 0 .  o p p o s e s  t h e  C o m p a n y ' s  C M T  p r o p o s a l . . A l t h o u g h  R U C O  a g r e e s  t h a t  t h e

25 . I ComMlissio0 shou1d~m 6d i f y . t he  ex i s t i r i g  M e des i gn t o  f l ow  hea t e r  recovery  o f  Bxed  cos1s . , ' i t  co rps

26 l t l ' i d t l t hé  C M T i s  i nd  ex t rem e . ' z5 i . 1em edy . f o r  add ress i ng  déc l i n i r i g usage. R U C O  a r g u e s  t h a t  t h e

27 lappioyed. :été des`; Shou1d not Prbwiide the .Company With .df"'gimar.é1nt.¢ed.Iecov¢j=ry of~ margin, and

2 8  w o u l d MQW re<:<sVei=y from 'Customers .who were not  even on the sysfém when the Short fa l l  occurred

if
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1 RUCO further opposes the CMT on the basis that it would be applicable only to residential

2 customers, and because the CMT would have the effect of requiring customers to pay the authorized

3 margin for terms they do not consume (RUCO Ex. 3, at 29). RUCO argues that although the

4 Company declined to propose a rate design that would recover all of the margin through the basic

5 seMce charge, because it believes such a rate design would be inconsistent with the principle of

6 gradualism, it has proposed the CMT which would have the same extreme effect on residential

7 customers.

8 SWEEP/NRDC expressed understanding of the dilemma faced by Southwest Gas with respect

9 to decreasiNg usage and revenues. However, SWEEP/NRDC opposes adoption of the CMT in this

10 proceeding. Its witness, Jeff Schlegel, stated that a full analysis of the benefits and drawbacks of

l l decoupling mechanisms for LDCs warrant consideration in a broader context (SWEEP/NRDC Ex. l,

12 at 7-8). SWEEP/NRDC suggests that the issue of iinanciad disincentives should be addressed through

13 the DSM policy process, via comments and/or workshops. SWEEP/NRDC contends that

14 consideration of the decoupling issues should address questions such as who bears the risk of weather

15 variations and variations in economic growth from forecasted levels and overall demographic and

16 energy usage trends (Id.).

17 AUIA argues that the financial situation faced by Southwest Gas requires adoption of a

18 decoupling mechanism, such as the CMT, or a significant increase in margin recovery through the

19 FixedmonthlyCharge. AUIA contends that the decoupling concept is not radical or drastic, as stair

20 and RUCO contend, given the adoption of such a mechanism in at least three other states. AUIA

21 cites the testimony of Company witness Steven Fetter, former Chairman of the Michigan Public

22 Semlce Commission, in support of the CMT. Mr. Fetter indicated that declining margin recovery

23 from volume sales is a national phenomenon and NARUC has passed a resolution urging its members

24 to consider decoupling mechanisms (Ex. A-7, at 6-8).

25 Conclusion on CMT

26 Although we recognize that Southwest Gas is facing increased financial pressure due to

27 declining usage on a per customer basis, we do not believe the proposed CMT should be adopted in

28 this proceeding. The Company has suggested that it is open to other decoupling mechanisms as a

_~1 ~..n ..
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1 sdlutiori . and we beiibVe thatihe issue should be fully eXplorcd.~as part of a-broada..inves6gatipn of

2 usage volatility andmargin recovery

There .is conflicting evidenqé in tliqrecord astQ w11eth¢r.;he recent iqvel of .d¢c1ining Pei:

icWfomer.i1sagé wi11 ¢ondnueinto thqforeseeable &Mé,.md Whether .cohserva1ion eEortS are..the

5 direct bf Sdifthwest Gés'..in8bility~tQ earn iis'authoiizedreturn'.&Q;n such ¢ustbm¢rS...,Further

6 as.RUCO p6.ints auf; the likely effectbf adopting the Pr°p°Sed` CMT is.tha1: residential customers Will

be' réquiréd.to Pay fo1'~gasihat.they have not uséd.in Prior years, a phenqménonthdt could result. in

8 disincentives for such cuStomCrs.to undertake Conservation'efforts.....wC'afe ds concerned with the

9 d1saht;ati¢.i1npact thief could be experienced by q\Ltstomems..facedi;with.g.surclhasqgé forgot using

10" "enough" gas the pfizer Year. -r1th¢'¢0mpany is' rgquesting.thai. custbmérsprovide a guaranteed Method

11 of regovedng.authoriZed reVenues,.'thereby 'elimiNating .the"cOmpany's.atLendant risk

1.2 . Neithevthé law nor sound public policy neqi1i.;eSsu6h a résillt and We decline .to adopt the Company's

13 CMTin this case

We ericqurage the. parties to thisprocéeding ;¢ seek rate design 'dtematives that ,will.truly

15 encourage conservation efforts, ,while at the .same timqproviding benefits to.ad1gffec;ed.stakeholder

16 T6.t11at end, Southwest Gas. should coordinate its eidrts to pursue' impleMentation-'of a decoupling

17 mechanism through discussions with stag; RUCO, .SWEEP/NRDC, and any other interested parties

18 Such. efforts may be pursued thrdughjhe DSM. policy process, as suggested by SWEBP4.'NRDC;.. and

1.9 through a proposal in the .Company's.next rate ease

20 Allocation of Margin Among CustoMer Classes

As a Means of allocating Margin- costs between";he various classes of custqmems it serves

22 Southwest preSentedb;cost of service Andy to support iterate desigdpfdposdi . Company witness

23 C0¥!gd6n .stated that the' Cornpany'.s a,llocation.of margin niethodqldgy is based Qn .cost of service

24 Study, and the proposed allocation would move thanh class'. ratebf mum closerto cost of service (Ex

25 A-17, at 22-24).I The company. argues tha.ti;s cost Qf service studywas not Q1;al1engedby any

26 and, because its..prdpQSed allocation is directlybasel 0nthe .éost.bf. sewicqstudy,thé Company's

275 allocation of margin should Bel adopted

4

7

RUCO and Staiffhrgue. that-'cost of service..is. mea'ely .the point for designing
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1 appropriate rates. They contend that in addition to affording the Company revenue stability, other

2 factors must also be considered in designing rates, such as affordability, gradualism, sending

3 appropriate price signals, and conservation goals.

4 We agree with Staff and RUCO that designing rates is not an exact science that may be

5 achieved by the application of a formula tied directly to a cost of service study. Rather, the

6 formulation of just and reasonable rates is accomplished only through consideration of multiple

7 factors that balances the desire of the Company to recover as much of its margin as possible with

8 recognition of the legitimate interests of customers in paying rates that are affordable, as well as

9 advancing societal goals. As discussed below, we have attempted to determine just and reasonable

10 rates based on these competing principles and interests.

1 l Single~Familv Residential Gas Service (G-5)

12 The residential rate class encompasses the vast majority of Southwest Gas customers and, not

13 surprisingly, residential rate design garnered the most discussion and debate. Southwest Gas, Staff;

14 and RUCO each proposed separate residential rate design recommendations.

15 Southwest Gas Proposal

16 Currently, Southwest Gas' single-family residential gas rates include an $8 basic moodily

17 charge and a two-tier declining block rate of approximately $0.49 and $0.40 per therm, respectively.

18 The break point between the first and second blocks is currently at 8 terms of usage in the summer

19 (May-October) and 40 terms in the winter (November-April).

20 The Company has proposed an increase in the basic monthly charge from $8 ro $16, and an

21 increase in the first block volumetric charge from $0.49 to $0.66 per therm and a reduction in the

22 second block from $0.40 to $0.25 per thenn5 (Tr. 283-287). Under the Company's proposal, the

23 break point between blocks would remain at 8 therrns during the summer months but would be

24 reduced to 30 theirs per month in winter months.

25 Southwest Gas is critical of RUCO's rate design proposal because, in the Company's view, it

26

27

28

5 Southwest Gas proposed that if the CMT were adopted, the basic monthly charge should be increased from $8 to $12
per month, and the commodity charge would increase &om $0.49 to $0.84 in the first block, and would decrease &om
$0.40 to $0.15 in the second block. Because we have not adopted the CMT, theratedesign proposal described above is
recommended by the Company.

68487
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-d0és not ShiR énough6.f ihe.Volllmetlib Charge; to ;he fixqi nmohthly charge and,3by élinninating the

d¢c1ining black rate.structuie,. itputSihe Company at gggatef. risk of not réc0v¢ri;ng its; huthdrized

3 margin (See, Ag., Ext A-51)...iWith respectto S1;afEs.recommenda1:iong S¢uthwest Gasconcpdes that

4 low' volume users will experience .a .significant incréase.in rdtes~(T1T. 286-287)~ However, .the

CoMpany contéhds Thai under either Staff fs or RUCO's ptoposads, higher usage resideNtial pUstdMers

6 would fare substanfiadly better under Southwest Gas' rate designbetzausc its secohd block rates would

7' be reduced substantidlytzomparad to ¢ithér .culrbnt rateS dr.-the.StaH` énd.RUcO.lrates.. i.Southwest

Gas argues that .its rate recommendanion vould -be morebeneicial. to `.high~volume' residential

9 customers, regardless of income, `as evidenced by a chart Lil Mr. Congdon's testirn0hy that shows

10 substantial .Savings under the Company's Plan for ¢u$tomers. with usage over 100 terms in a. given

11 moNth (Ex. A-18, at 5); 'Based on its Exhibit A-50, which shows that usage by low income giustomers

12 tracks closely the usage. seen. by non-lqw. income .customer's,. the CQm_pa;1y.argyles 1&mal high use, .low

1-3 incline customersmay be ,affected 'even more dfauuaatically because (Sfan inability to pay increased

14 costs associated with the higher second block rates under either the Staff or RUCO recommendations

RUCO's Proposal

RUCO proposes an increase in the .basic customer chhrgé from- $8 to $10.09 per month and a

17 flat Volmnetric rate of approximately $0.49 for all l,lsag€.. According , to RUCO, its rate design

18 proposal gives re¢o tion to ;the Company's '..Co.nce.ms regarding revenue 'stability (i.e., the

19 .Company's inabi1ity to recover costs due to declining per customerusagc) by placing' more

20 cost recovery iNto .the basic .customer' charge", while adscflafteming the current twoétier volumetric

21 Qstmctule to.send appropriate price.signals .regarding gas consumption. RUCO Witness Diaz Cortez

22 indicated that.RUCO's rate.design.prdposal' wo1.ild~mitigate the Company's risk 0.fnot recoyeming its

23, a\1tho;izéd17evenue requirement due to decliiling usdge.(RUCO EXP 4, at 7)

Staff' s Proposal

Based. on. its ;'avenue requirement r¢comme11datioh,..S¢a&` propos¢s an increase .inithe basic

26 xnbnthly charge from $8 to $9.70, accompanied byai two-tiér commodity rate Qr appr0=iimat¢==1Y $0.54

2

5

s

RUOO clailnlns that its rccoxnnnnzmdation Would shift approxitnhtely $23 .nnnillibil per year Rani commodity éhhrges Tb the
basic service .charge under current rcveniies and over $26 .million undml;.RUCO's pmpqsed Menus in this  case. (T r
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1 for the first 15 terms in the summer and the first 35 terms in the winter, and $0.50 for usage 'm the

2 second block. Staff claims that its proposed rate design moves significantly towards cost-based rates

3 and properly balances the Company's revenue stability concerns with the concepts of gradualism,

4 affordability, and conservation. Staff witness Bob Gray conceded that the Company's rate design

5 recommendation provides greater rate stability than either Sta;t°f's or RUCO's propo s. He pointed

6 out, however, that by "front-loading costs in the customer charge and the first usage block," the

7 Company has offered a design that is inconsistent with Staflf"s goal of balancing stability with other

8 important factors (Ex. S-15, at 9). Mr. Gray indicated it is "mathematically impossible for a customer

9 with low usage, paying a much higher customer charge and a much higher first block rate to not see a

10 large rate increase" (Id. at 8).

l l Conclusion

12 Although we are cognizant of Southwest Gas' desire to recover as much of its margin as

13 possible through the monthly customer charge, it is simply untenable to saddle a substantial number

14 of the Company's residential customers with rate increases in excess of 100 percent. Under the

15 Company's recommendation, low usage residential customers would incur not only a doubling of

16 their basic monthly charge (from $8 to $16 per month), but would pay a substantial commodity

17 charge increase for usage up to 30 terms per month in the winter (from $0.49 to $0.66 per therm).

18 While high usage customers may realize lesser overall increases under the Company's plan, relative

19 to the Staf f  and RUCO proposals, the Southwest Gas rate design would have the ef fect of

20 encouraging greater usage of natural gas at a time when, by all accounts, an increase in demand for

21 natural gas is coupled with shortages in supply. We do not believe that it is appropriate to send a

22 signal to customers of "the more you use, the more you save."

23 We are also aware that customers will likely face additional cost increases associated with the

24 Company's purchased gas adjustor ("PGA"). Southwest Gas expected to reach its ten cent PGA cap

25 in January 2006, thus increasing customer bills associated with the cost of gas for a customer using

26 105 terms a month by approximately $10.50 per month, regardless of the rate design adopted in this

27 proceeding (Tr. 297-298). The Company M11 also likely in the near futtu°e seek Commission

28 approval for imposition of a surcharge to recover its $30 million bank balance, adding an additional
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$0.055 Per therm (i.e., an adchtlonal $5.50 per month forfthe same customer using 105 dlelms per

1:nonth)":. Althoiigh jzhe const of. gds may bélgrgely. beyond ];he..COl11PaI1y's °<;ori1i°ol, this additiohad rate

3 [impact Must be considered aS part of the .oi/e4ra1l.;'ate impactpnpugtomers

We.agreéwitlia1l pariies.t1;dt ,mo4ven;ént 'closet ;q cost-based i°afes"iS:i1; Principle a laudable

5. I goal.. ~'H<sw¢v¢r, that; goal must 'be batmqea with bonsidetatidn of the Prin<=ip1¢s .of ..sradvalis114
6 ~l fairness, aha ¢hc6ui°hge1'rI¢nt. of cgnservéntioli. Based on coi1sidé15b,tio1i Of .qompeiiiEig=.intereSts and

7 I concerns, Ewe . agree that Staff?s. design recommendation °apprQpriat¢ly .makes. sigi icant

8. I movement iowardscosi based faxes While.proyiding.ai measixye of protection for Oustomems. who will

9 I iNcur substChtiail rate illci'eases as. a teéult of thisbase.rate case- increase; Accordingly, we will adopt

10 l.StafI:'s. rec5ihmended.basic m6nth1y.chér8e.of $930 and adjusted for the.1:ev¢1}ue requirqqent

11 I adopted hefein, two-tiéxj Commodity mite gif $0.54200 for.1hé first .1.5 them; in ¢he summer and the

12 I tirSf35 terms in the winter, and $0.50100 .fQr.usagé lg the seqo11d.bloek

Based of the G-5- residential rate design'adoptéd .in.this case, andassuming an avexagé

14 I monthly usage of29 . terns, sing1e-Ealnliily residentidpustbmerg would pxpemience an increase under

is- I summer rates.of 8.9 Péréent, $38,96 t<».$42.42per ihdnth, and an i;1cr¢hse.i1n~der.winter rates of

16 | 8.3.perceNt,from $39.71 to.$42,99

17 I Multi-Fami1vResidential Gas SerVice (G-6)

Southwest Gas proposes creation of .ii new inilltirfamily residéxitial :fate schedule (G-6) that

19 l.WoMd, iNlier the .Company's revenue requirement recommendation, grant customers in multi-family

20 I Wsidences. a $1 per.1nonthreductiQn to the basic monthly chm°ge.6ompared to siNgle-family r¢sidenc;

1 -I customers (5e¢,=Ex. A.2 Schgd; H.3).. Mr; Cangdon staked um creating this sepa1.a1e. Mae schedule

22 I for `mU1a¢fami1y résidendé.~¢1i$tomers Would. aHow;the.CommissiQn to moderate"the. e&lec( on ihé

23.\.corhpa;ny'S Smallest residéntigl customer.lc1ass as résidentiadl...service...ratw 'are..moved gradually

24 I towétds east .of Service A-I], M26-27) .RUCO does not=.o§pose this recpmxngNdation

Std&` Wiixessf fésdied,~howevgr, that dthough staff iS not .strongly .opposed.to creation

An estimate of the. seasonal impact of die increaSe can best be seen by. viewiNg in ave¢ag¢.cusmom»;rs gummyusagein
August (10 Ihernns), Where an adage bill -would ipcréase bY 11.8 Percent, £roun..$18,94 to $2l.l8;.and an average
custmiierfg yvinier usage in January (72 1l1p1:nus),.wheme an average bill. would increase by 8.1 Bram. $84704 to

as
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1 of a multi-family residential rate class, Staff does not believe it is advisable to create a separate rate

2 structure for a small segment of the general rate class. Mr. Gray stated that while there are likely

3 other segments of the residential class that have different characteristics, "a Balkanization of the

4 residential rate class absent a compelling need to do so is not something Staff will support" (Ex. S-l5,

5 at 10).

6 We agree with Southwest Gas that customers in multi-family dwellings deserve a separate rate

7 categorization to reflect their lower usage characteristics and relatively lower cost to serve as a class.

8 I Therefore, we will approve creation of a separate rate schedule for this residential customer class and,

9 I consistent with the Company's proposal, impose a basic monthly service charge of $8.70, plus the

10 l commodity charges applicable to Schedule G-5 customers

l l Based on the rate design adopted in this case, and assuming an average monthly usage of 29

12 I terms, customers in the new multi-family residential class would experience an increase under

13 I summer rates of 5.5 percent, from $38.96 to $41 .09 per month, arid an increase under winter rates of

16 I

Il

14 l 8.3 percent, from $39.71 to $41.548.

15 I Low-Income Residential Gas Service (G-10)

Southwest Gas proposed elimination of its low-income residential gas service tariff (G-10),

17 I with such customers being 'incorporated into the other residential classes (G-5 and G-6), and the

18 I current volumetric discount would be emended to the entire year rather than the current applicability

19 l to only winter months (Ex. A-17, at 27-29). However, the Company's proposal would lessen the

20 I amount of the discount applicable to low~income customers based on its assertion that there would be

21 l less of a need to shield such customers from high winter bills because the Company's rate design

22 I proposal, if adopted, would shiN a portion of the margin recovery from the Mnter season to the

23 l summer season. Under the Southwest Gas recommendation, the existing $7.00 per month basic

24 l customer charge would be retained for low-income customers, and the current 20 percent discount on

25 the first 150 terms of usage during winter months would be replaced with a year-round 15 percent

26

27
s An estimate of the seasonal impact of the increase can best be seen by viewing an average customer's summer usage m
August (10 terms), where an average bill would increase by 5.9 percent, from $18.94 to $20.06; and an average
customer's winter usage in January (72 terms), where an average bill would increase by 6.1 percent, ham $84.04 to
$89.14
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1~ . diSéountwith 116 Visagel imit; RUCK does n6{§ppoSe the pioposal and. the*'com.pany i;1di9afes.that. it

2. rt he. rig received... any oppt§sition ".to. the prbposd Eom loci 1 Qognmimity =a¢tion : advb¢até§¢ aft¢r

3 I explaininglHe plgui .to those .;eprp§enta§ive§-(Id. at .28-29). Mr. Cpngdon testiH¢d Q that, if .the

4 'l.CommiSsion doéé not émiepr the Com§ai1y'§.;%te. de8ign.p1*6posd, thecurreNt 20 percent low-incqlpe

5 discount should not be Modified (Id.)

Staff oppoSeS the' CQmpany'S. proposal to.-.gzliiuclj]nlatei Schédul¢...G-I0 Qmd modify. the. low

7 =l ihc6me residential rate as déscribe8 aboiie...Stay witness Graylstated that.Arizona iltilitigsihat KoHler

8.lsuch at discqunt.typica1ly havé`. a separagie, .§tandgd9néltariff .anil Sta871believ.es.maintaining the

9 \existing tariffallows .a highs# p10519 f ort i ie and advances ease of understanding, ,.M1;.Gray

10 .| agreed with the Compdriy that the$7'00. gnistomefcharge for S¢h¢duQ1é G-10 ghoudld be maintained at

11 .ltliat level, arid tilrllxer iNdicated that the 20 Percent discouNt for the first- 150 thezms of usage

12 .| during Winter moritz sholdd be mainfainéd because bills incurred. for high névintépusage lg the éxiticad

13 I element forldw-incomecustomers (Bxl S-15,. dt36-38)

Given Dur adoption of Staffs rcgasidgzniialrate designproposal; it.app¢ars SouthweSt .Gas does

15 | not advocate adaption of its proposed niodijcation of the' low-incomé tart& We ogee with Stg&'S

16 \i'ecoinmendAtionlthat'~ihe current Schedule G-I0. shod be'maintained'at its.k:m'tent 1eve1and we

17 ltheréfoi'e adopt S£aH"s propcjsalgto the._$7.00 customer charge and gpplya 20 percent

18. Idi§count to the Erst 150 themas of consumption during wihtermonths

19 I Special Residential Gas Service for Air Conditioning (G-15)

Southwest Gas recdmménded that its Sp¢ciad reéideniid service tariff for gas air .conditioning

21'- | (G-15) should be eli1miina&ed and the small numberpf customers coveredunder the folded .into

22. the genemalh sidentid tariff (G75). Cdlhpany wiizness Cclngdon explained that there is currélitly. only

23 .I a small difference in the second black rate between the two sched\desai1d.the.Company's proposal

24; twotdd eliminate the need to adnnilnister asepatate schedule. for .this'slnall .number of M r

25 l Congdon hbwevef, that if the Coiximission .adopts the rate <1¢sigi1s proposed by either.Stp.Efor

26 IRUco, the G-.15. schedule.shouldrOmain intact and the. sum1ner` air conditioning margin.rate should

27 Ibo set at $0.25 Per therm(Ex; A-17, at 29)

StaEWiiiless Gray .opposes éliininddQil. of the. G-15. tai'iff.beca4se.typicd.usage by cuétpmers
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1 under this schedule is significantly higher than general residential usage. Given this usage pattern

2 differential, Mr. Gray indicated that it is reasonable to continue the separate tariff. Staff recommends

3 that the G~15 tariff should continue to reflect the G-5 tariff rates, with the exception that the G-15

4 second summer usage block should be increased from approximately $0.19125 to $0.28200 per therm

5 | (Ex. S-15, at 41-42, Ex. S-16)

6 Given our adoption of Staffs residential rate design proposal, it appears Southwest Gas does

7 \not advocate adoption of its proposed modification of the residential air conditioning tariff. We agree

8 with Staffs recommendation that thecurrent Schedule G-15 should be maintained at its current level,

|

9 with the exception of an increase to the summer second block

10 Master Metered Mobile Home Park Gas Service (G-20)

11 In its application, Southwest Gas proposed increasing the basic monthly charge for master

12 I metered mobile home park service customers from $50 to $100, and increasing the commodity charge

13 Ifrorn approximately $0.314 to approximately $0.323 per therm (Ex. A-1, Sched. H-3). The Company

14 laid not present testimony on this issue, but argues that its recommendation better reflects its cost of

15 [service for this customer class, compared to Staffs proposal (Id,, Sched. H-6).

16 Staff witness Gray stated that Staffs recommendation is to increase the basic monthly charge

17 l&om $50 to $60, and to increase the volumetric charge from $0.31415 to $038400 per therm (Ex. S

18 | 16)

19 Consistent with principles of gradualism and fairness, we will adopt Staffs recommendation

20 Ion this issue so as not to impose such an abrupt and significant rate increase on customers taking

21 I service under this tariff

22 General Gas Service (G-25)

23 With respect to the Company's recommendations regarding this rate schedule, which includes

24 various sizes of commercial customers, the following issues are addressed below: moving current

25 MAImed Forces customers on Schedule G-35 into Schedule G-25; appropriateness of creating a new

26 sub-class for small use customers in the class and relative basic customer charge increase

27 I recommendations for different size customers within the class, and use of coincident peak or non

28 coincident peak for determining the demand charge for large G-25 customers.
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1 Elimination of Acned Forces Rate Schedule (G-351

2 In its application, Southwest Gas recommended elimination of Armed Forces Rate Schedule

3 G-35, and movement of existing customers under that schedule into the large general gas service rate

4 under Schedule G-25. The basis of the Company's proposal is that if G-35 customers were permitted

5 to choose to take service under either G-25 or G-35, the Company would experience a shortfall in

6 margins.

7 DOD witness Dan Neidlinger tiled testimony supporting Southwest Gas' recommendation,

8 stating that DOD customers sl'-culd logically be classified with other large gas users for ratemaking

9 purposes. Mr. Neidlinger's testimony indicates that if  the overall revenue requirements are

10 established near the levels recormnended by Staff or RUCO, DOD recommends adoption of RUCO's

ll proposed G-25 rates (DOD Ex. 1, at 2-3).

12 Although Staff initially suggested that Schedule G-35 should be maintained and customers

13 should be able to choose between G-25 or G-35 (Ex. S-15, at 43-47), Mr. Gray subsequently

14 withdrew Sta£t's opposition based on DOD's agreement with the Company's proposal (Tr. 1097-

15 1098).

16 Given Staff's acquiescence on this issue, we will adopt the Company's proposal to eliminate

17 Rate Schedule G-35 for Armed Services customers and to include those customers under the large

18 general gas service tariff, Schedule G-25.

19 New Sub-Class for Small Use Customers and Basic Service Charge RecommeNdations

20 Southwest Gas' Schedule G-25 currently includes discrete prices for small (annual 0-7,200

21 terns), medium (annual 7,20l~180,000 terms), and large (annual usage greater than 180,000

22 terms). The Company proposed the creation of a new sub-class within the small customer category,

23 so that commercial customers with very low usage (i.e., less than 600 terms annually) would be

24 separated for rate design purposes tim other small group customers that use between 601 and 7,200

25 terms annually (Ex. A-16, at 17-18), Mr. Congdon testif ied that the Company's proposal would

26 allow pricing that more closely matches its cost of service while also mitigating the impact of the rate

27 increase on the smallest customers within the class. He claimed that the Company's proposed tariff

28 adjustments were made to minimize the differences in monthly bills at the cross-over volumes
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1 lberween general service rateschedUles (Id. at 19)

RUCO does .not oppose creation of this sub-classcategory, but Staff contends that the

3 'members of the r\ewsub-elass "would see aMuch larger rate increase than if.they had remaiNed part

4. [of Hrecurrent smell cormnercid class presently in existence" (Ex. S-15§ at.43).. _Therefore, Staff

5 witness Griiy recommends retaining the current usage levels for small, inedillhilarld large G-25

6

8

l customers (Id. at 44)

cost of serving the customer classes (Ex.

The proposalsfor customers within the G-#25 rate schedule, including the Company's claimed

Proposed Schedule . Current

Small GS

Medium GS

Large GS

$20.00

A-1,

Staff

$24.00

105.00

Sched H-6), are as follows (Ex.

$34.57

207.00

DOCKET no. G-01551 A-04-0876

SWG

$25.00 $74.86

1s0;00 145.81

35.00

A-17,

Cost of Serv

79.02

at 30-32)

Transport Elia 500.00 540.00 037.00 750.00 754.99

Based on our review of the record, we find.-the Company's recommendation to. create a

15 l569813¢8 sub-class of very small customers is re8somJalble and shouildbe adopted. However,'inoncler to

16 l mitigate thc severity of..the .customer charge increases .on customers in this class, we will adopt 4

17 l modiiedincrease. in the customer chargcSaS follows: customers in there-sMall use segment

18 1$25.0))8 customers in the medium class - $33.00; customers in the large class' - $145.l)0§~and

19 lcustomersln the transportartion eligibleclaSs - $720.00; .W¢ believe these approved custoMercharges

I o  l Ove the Customers in. this rate schedule closet to the Cornpany'.s cost of service wl1ile,~.at the SaMe

21: him, protecting Customers firm dramatic increases in rates

22 Demand Charge Determination

Southwest Gas: also proposed .to change its .method of Measuring°'a-large customer.'s..peak

I 24 &oM..a coincfidelit .metho;1.(i.e.,. system peak mqnfh) to a .Non-0oi1ici4ent peak method

25 l(i.eQ, custririierf peak .m6N¢li).. The.Compariy claims thatjts non cO'mcident.peak Measurement would

26 'take some of the Hslcpf reveriue.rQcovery out.of Mies while" `at the same .time,ref1¢cting Value to

27 fl éiiswMeis 611 an annuansasig (EX:A-17, at=33)

28 s opposes i=1i¢. éleliandf ¢harge palcglatiodforziida froth use"Qf t&oincide;it p¢ak
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1 du¢ to the potexidal tbztt "sQme customers may havqstructuredtheir .éonsumptipti and operations gush

:Hat they reduéé co1;si1mpH¢n. oxgvy/ha is 1ik813 £6 Hg [the Company's] 'pedc moiith". aha, therefore, the

.change could .have a significant rate impac.t Ali gsustomérs who liafvé very~ different coincident .and

4 non-coincident peaks (Ex. S-15, at. 44)

DOD agreed with the Company's recommendation, in part; DOD Witness Neidlimger Stated

6 sUpqportfor A mediated nm-eoincident peak method "whereby a cL1s'tomer'.s .billing demand would be

7 Based .Odihe highest monthly demand experienced~during anointer month" (DOD.Ex,~ l, at 3)

8 1 DOD woulciexclude frdm .the ..caiwafikili demandsd1.uing..the summer MonthS. of. May.thxough

Although We believe .DOD's proposed mo21ijieaHon df.the non-epincident Peak nnethed for

11 detenunimiing the demand ,Chargehas"merit, there is"i1ot..suHicienf data the recbtd to suppQrt.itS

12 adoption. We will thcII€fol'Q. .. adopt .the Company's. non~coincident Peak measurement

13 recomMendatiodas a means oftaking some of the risk of revenue recovery out of rates while, at the

14 same time, féflecting value to customers pr anannual basis

15. Air Conditioning Gas Service (G-40)

Southwest Gas piCpCsed the imposition of a.sing1e basic service charge bf $25 for customers

17 ta1d1ng.service und¢I this tart&§ father the C°1HpdI1y'5 otherwiW applicablebasic servicecharge

18 (Ex' A.16, at 14). However,the. C6mpany.bfferedno testimony explaining the need for a distinct

basic Service charge for this tariff

StAE'Wit1iess Glcay stated théf.the Company has anumbér of tariHls~where the..basic 'service

21 chéige is s¢t by.whdt it.wod1d be on tHe customer's otherwise applicable if; and ;his. is thebnly

22 tariff where SouthweSt Gas is proposing such achzmnge.(Ex,.S-1.5, at'.48)

We ages with Sta8` timatthae dOes niot appeal. to be..any rsasbnable jusdiicadon Fm' why~the

24 cWént tariff sho\iLldb.c changed and it is more. rsasbnable to have a. larger baiSid seWicecharge for a

25 large commemciad 1§uider..tIie cqihpqred to. 4 cemmeiwsial cuetprher.taking service

26 undeithe (Id.)...We fhetefore 4dopt 5;af1ts recoMmendation on this issue

27 .. Service' for Compfeésion on CuStomer's Premises (G-55)

2

3

19

Southwest. pr0pqseg inC1'egsing°the basic rimdhihly charge 'fdr..bustot\E1em°s. Sérvicg
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g

I under Schedule G-55, gas service for compression on customer premises, from $8.00 to $12.00 for

2 residential customers; from $20.00 to $25.00 for small customers, and ham $170.00 to $350.00 for

3 large customers. The Company also proposes increasing the commodity charge from $0.l3305 to

4 $0.l3669 per them for all customers served under the G-55 tariff (Ex. A-1, Sched. H-3). Although

5 Southwest Gas offered no specific testimony explaining the level of proposed increases, the Company

6 claims that its proposal for increasing rates under the tariff reflect the Company's cost to serve this

7 class of customers.

8 Staff  witness Gray f i led testimony recommending lesser rate increases. Mr.  Gray

9 recommended increasing the basic monthly charge for residential customers under this tariff from

10 $8.00 to $9.70; small customers from $20.00 to $24.00; and large customers from $170.00 to $190.00

l l (Ex. S-13, at 49; Ex. S-16). He also proposed increasing the commodity charge from the current

12 $0.l3305 to $0.l7000 per then (Id.).

13 Consistent with principles of gradualism and fairness, we will adopt Staff's recommendation

14 on this issue so as not to impose such an abrupt and significant rate increase on customers taking

15 service under this tariff However, since the small customer service charge is tied to Schedule G-25

16 (i.e., $25.00), the customer charge for such customers shall be set accordingly.

17 Cogeneration Gas Service (G-60)

18 Southwest Gas proposes that its cogeneration gas service tariff (G-60) be made available to all

19 electric generation customers, with the exception that customers whose facilities exceed 5 megawatts

20 ("1vIW") would be required to take transportation service at the Schedule G-60 rates. Company

21 witness Congdon stated that this exclusion is necessary to eliminate "the risk to Southwest Gas' sales

22 customers associated with the procurement of the upstream gas supply and interstate pipeline

23 requirements for these large customers" (Ex. A-l7, at 35~36).

24 Staff witness Gray testif ied that, although the Company expressed legitimate concerns

25 regarding the possibility of signif icant new electric generation loads straining its system, Staff

26 recommends that Southwest Gas should develop provisions of the G-60 tariff that would provide

27 sufficient protections for the system and other core customers (Ex. S-13, at 50-51). Mr . Gray

28 indicated that, in his opinion, it would be unfair to impose a prov ision that has the effect of

45 68487
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11 potentially certain eust<$.m¢rS &om Se1'vice.8indé MY .tang .duets the ¢I1stomer'S size

2 l(Id,).. StaHI.ihe;efQre proposes ghat the otherwise ~'app1i¢ab1é-general S¢;vice.and.qssentiad agricultural

3.. basic éeivice charges slioislcfconiinue tb be .épp1ied.=to. G460"cuS1:Q11iérs,..and that the per rats

4 ~I shdlild be increased &i>ni $Q_08934 to $0.11400 (Id. a;51.;.Ex; s-16)

We ageewliith. StaE'$. recomrhéndatiori re§drdi;1g the Schedule G-60 t&riHT We see no valid

6 Ii'eason for .réstrictiNgthe Schedule' G-60 tarim ii the suggested bY Southwest Gas( ..How<-ver

7 ito-ihe extent Southwest Gas believes' additiolialprotekzsion for its. System and Core sadeScustomems iS

84 Inecessary,.1he Company may. Sepai°ately..p1*ppose tarif f amémiment .la1;84ag¢a

9 believes Would provide necessary safeguards

10 I Small Essential Agricultural User Gas SerVice (G-75)

Southwest Gas proposed increasing the .basiégnonthly Charge for' bu§tomastaki1ng service

12 lunger the small éSséntial agricultural gés§em'vice. (G-75) from the ciment-$75 permoNth to

13 | $l50per month;land iNcreasing the Schedu1¢ G-75. bpMmodity charge lion $019468 rd $0.22186 pa

14. \therm (Ex. A-1, Schgd. H-3)L'.The Company.dSqmcommendé &eezing.Sche4u1e .G-75 S0.110 new

15 léixétomeié could rake sérviceilnder the tarim did would instead be required rd be served under the

16. | general service tat .Schedi11e G¢25. '~Cu1i'¥=41f1Y,.¢¥iSt6In¢rs may choose to be served. under either

17 'lS6hedule G-75 or like general service tariff, G-25. According tO Southwest Gas, its request tO

18 lret:1assify Gustbmemsbn the G-75 is With.Decision No. 58377 (August 12, 1993).in

19 l.whi¢h, ' amMo Tb fh¢:C<impai1y, the Conninhission suggestqi~hatcustomers..under this schedule be

20 \moved .to the' genérd seryicé '.'and to gradually elint|ia1aIe Schedu1e G-75'2' (Southwest Gas

21. Initial Brief at 60)

Staff witness Graytésiiied that Staff bppbsés plosing 'Scheduie..G-75 because elimination tit

23 the :tariff woi11d'~rerhove the option that Ourrenfly oxisis fOrleligible agricultural customers to choose

241 l.betWeen gem fa .se1'vice.a;1d..the .G475 Mr.. Graystated that"'absent .a P<>*wfv4l reason to..take

DecisioU No; 58377 conncuned With Sta&'s recomnunemdartion "to retain the current SEA [small essential agriculture] rate
schedule" (Decision No. 58327, at '42-43).: Although thc Decision di1rec»ted Southwest Gas to "gradually move theSEA
schedule tO the. GerMan] service *kvi=L". the Commission specifically rejected Southwest Gag request.to close the snnall
essential agriculture tarifflb new custorncrS because "closure May unfairly treat idérltical customers" (Ii at 43)..Contrary
to the Company's assertion in .its Brief the Commission did not state in Decision No.: 58317 the; Schedule 5,75 should
be eliminated . .

it
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this".service option away" the G-75 tariff should be retained(Ex. S-13, at 52). In his surrebuttal

2 testimony,Mr. Gray indicated his beliefthdt the Company has hot presented compellingreasonwhy

3 eligible newcustomersshould beprecludedfrom exercisingthe same option thateunentlyexists. (Ex

4 s-15, at 12)§ Wim respect'to the applicable charges, Mr. Gray recommended max the basic service
5 charge should bdiiicreasqd' iibrn $75.00 to $90.00, and the per therm fate should be increased H0111

6 $0.19468 to $022300 (Ex. s-13, at 52; Ex. s-16)

Consistentwith principles of gradualisnni andEaiirness; we will adopt St8ff'.s recommendation

8 on this issue So as not to 'impose such an abrupt and significant rate increase on customers t=1==11t1s

9 smriceunder this tariff We agreewiththe principles Stated 'm Decision No.. 58377, that charges fog

10 this agricultural tariff should continue to move gradually closer to cost of service and the general

11 service rate. , However, we do not believe the Company's proposal to double the .basic monthly

12 charge for such customers, and to .&eeze new customers ii°om taldng service under the G~75 tariff is

13 consistent with the goals set forth in that prior Decision or with Principlesof iimdzlaunentad fairness

14 Natural Gas Engine Gas Service (G-80)

As described by Company witness Corydon, customers served under the natural gas engine

16 gas service tariff (G-80), use natural gas engines.to pump water for agricultural irrigation (Ex. A-I7

17 at 36-38).. Mr. Congdon statedthatthe G480 taluriff serves customers in a very price sensitive market

18. in which the customers maydecide, based on the cost of gas service, to either switchto'elcctricity to

19. opematdthei; Pumps~oi' 'simply not to produce crops atlal1.(Id.)..In its application

29 S6uthwe& Gas proposes to inc;'ease.the basic Hwnfhly ,charge inthe peak .season(April»September)

21 from $80 to $100, but reduce the commodity froth the curre1it.rate'of.$0.l6189 to $015848

22. pa; A-1,. Sched.H-3). No customer charge'atnplies during off¢peék MonthS (Id.). In

23. sixpportof its pr°p0s41§ Mt. Corydon stat.éd that.it did not assign an in<;reaS9 .in nnargim td this Qlasspf

24 Euéémers bédauéé theComlnpany is coiicemed.that it may lose .§.omé6f.thq G-=80 tai'i&` due

25 . solely tdincreases in the price et gas, WhichgaS.cost is reset 0opthis. clash semiannually, .aU April 1

26... and October I". (Ext A-l7, at 37); ...Due to these co1npetitive donéériis,.Soiith§v§iest Gasbppqses Staffs

27. re5ommérici§tioh~.i:o;lm¢réasé the recovery hss6ci.atQd With the G-80.tatiff clag. (Id.)

Staff viitriesé . Git ay agrees .Thai :the off-peulifbasié sei*vic¢.charge. sh¢u1d at :8er<1
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~Howeyer,.he recommends that the an-peak .Customer charge shouldbe increased froin=$80 to $95;per

2 'month, and-the per therm rateShould be increased from $0161891<s.80.1~1700 (He. s.-13, at 53; Ex. s

3 16). his . surfebuttal testimony, G1:ayi stated ,that" staff ..took . into .account the .Company's

4 cdxhpetidve ¢oncems' tzongzeming the. G-80. rage class, but.."staff does dotbeliévé the pbtential for

5 custbrners laving agiV¢1i.rateclas§l.Should.tofally exempt. that rateglass &om bearing Some, albeit

6 smal1,.portion bf the overall rate increase" S-15,at 12~l3). He pointed out that, under Staffs

7 recomiimendatiom the Schedule G~80 ..Customers Wou1d receive the smallest revenue iNcrease

8 (approximately 2.77:percent umm Staft's'.revemie requirement pr°pbS2lI Of any 17atd'.class.under

9 .Staf f 's recommended late design (Id.)

We agree with Staff that the relatively small margin increase assigned to .the G-80 tariff elasS

11 is.. a .reasonable. outcome based .on the..;coMpding.conce;'i1s of' dllicustomers. affected bY is

12. proceeding. Although we recognize that retention of customers on Southwest Go"system{may

13 provide benefits .to all Qustoirneré, we are not inc1in¢d"to b;'okerpri¢es between competing Sources of

14. energy by limiting iricteases- that may otherwisebc-applicable to. a given elésé of custiiméribased in

15 Cost cf service principles and other famous Tina! are weighed 'in determining rates for adj classes if

16 customers. We wil l therefore adopt Staiffs wcoinmendartion in this issue

MISCELLANEOUS ISSUES

18 Bi l l ing Determinants

Billing deteatnnidalnts are established bydeveloping an.annualized Number ofbills and volumes

20 for the test period under the,coMpany's rate.schedules (Ex. A-16, at3). Accurate bung

21.. axe important. bemuseif too few defe1Minants.~a1e.,used, tart&' prices,would be Set

22 unn¢¢¢ssal'ily high and, likeWise,-tdo .Many billing Mteminanw would result in thrift Prices~thdt'are

23 too low to capture the established revenuelrequiremenf (Ir. 241-244)

Company witness CcMgdon testified that the propos¢d l$i1llmg defennihants Were compiled bY

25 the riionthlgfrecorded .number ofbills And' thermo, .by rate sched\i1e, far the 12-month test year

26 period, .with.the' fo11oW'mg` &dj\istrnentS...'to~ the ggqorded bills' =and terns; (1). billiirg adjilstmehts (to

regnove. anomalies);(2) volume 'ainnuaLlizati(ii;5 (customer. speCific adjustmeilts to reflect a .full .Yé.dr's

28

1

consumption for each

I I I

customer, excluding the "1°eside1itiaI : . commercial .classes), (3)
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1 this service option away" the G-75 tariff should be retained (Ex. S-13, at 52); In his Surrebuttal

2 testimony, Mr. Gray indicated his belief that the Company has not presented a compelling reason why

3 eligible new customers should be precluded from exercising the same option that currently exists (Ex.

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

S-15, at 12). With respect to the applicable charges, Mr. Gray recommended that the basic service

charge should be increased from $75.00 to $90.00, and the per therm rate should be increased from

$0.l9468 to $0.22300 (Ex. S-13, at 52, Ex. S-16).

Consistent with principles of gradualism and fairness, we will adopt SeEs recommendation

on this issue So as not to impose such an abrupt and sigincant rate Mmease on customers taking

service uNder this tariff We agree with the principles Stated in Decision No. 58377, that charges for

this a@cMmrM tariff should continue to move gradually closer to cost of service and the general

service rate. However, we do not believe the Company's proposal to double the basic monthly

charge for such cwtomms, arid to Breeze new customers &om taLking service under the G~75 tiffi is

consistent with the goals set forth in that prior DecisiOn or with principles of fundamental fairness

Natural Gas Engine Gas SeMce (G-80)

As described by.Company Witness Congdon, customers served under the nard gas engine

gas seMce tads (G-80), use nard gas engines to pump water for agricultural irrigation (Ex. A-17

at 36-38). Mr. Congdon stated Matte G¢80 tariff sewescmtomers in a very price sensitive market

M which the customers may decide, based on the cost of gas service, to either switch to electricity to

operate their pumps Or simply not to irrigate and produce crops atlall (Id.). In its application

SOuthwest Gas.proposes to increase the basic monthly charge in the peak season (April-September)

from $80 to $100, but reduce the commodity margin from the c ent rate of$0.l6l89 to $0.l5848

22 per then (Emf. A¢1, Sched..H43). No customer charge' applier during off¢péak months (Id.).. In

23
i
I 24

25

'_
II
I

26

27

28

support of its Pr°i>°Sall,Mt. Congdon stated that it'd.id not assign an increase in margin to thisclass of

Customers because the Company is concerned that it. May lose'some of the' G¢80 tariff customers due

solely to increases in the price of gas; Which gas cost is reset for this das semiannually, on April l

and October1" (Ex. A-l7, at. 37). Due to these competitive Concerns, So\ithwestGasopposes Staff's

recommendation-to increase the margin recovery associated with the G-80 tariff class (Id.)

Staff witness .Gray agrees that .the . off-peak . basic service charge ~should at zero

l
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1 However, he recommends that the on-peak customer charge should be increased Nom $80 to $95 per

2 month, and the per therm rate Should be increased .'ii°om. $0.16189 to $0_17700 (Ex. S-13, at 53; Ex. S

3 16). In .his suirebuttal testimony, Mr. Gray stated that Staff took into account the Company's

4 competitive concerns concerning the G-80 rate class, but t'Staff does not believe the pOtential for

5 customers leaving a given rate clasSshould totally exempt that rate class firm bearing some, albeit

6 small, portion of the overall rate increase" (EX. S-15, at 12-13). He pointed out that,under Staffs

7 recommendation; the Schedule G~80 Customers would receive the smallest revenue increase

8 (approximately 2.77 percent under Staff's revenue requirement proposal) of any rate class. under

9 Staff's recommended rate design (Id.)

We agree with Staff that the relatively small margin increase assigned to the G-80 tariff class

is a reasonable outcome based on the competing concerns of all customers affected by this

12 proceeding. Although we recognize that retention of customers on Southwest Gas' system may

13 provide benefits to all customers, we are not inclinedto broker prices between competing sources of

14 energy by limiting increases that may otherwise be applicable to a given class of customers based on

15 cost of service principles and other factors that are weighed in determining rates for all classes Of

16 customers. We will therefore adopt Staffs recommendation on this issue

MISCELLANEOUS ISSUES17

18 |Bi l l ingDeterminants

Bil l ing determinants are established by developingan annualizednumber ofbills and volumes

20

21

22

23

25

for the test period under the.Company's current rate schedules (Ex. A-16,. at 3). Accurate billing

determinants are important because if too few determinants are used, tart&` prices would be Set

unnecessarily high and, likewise,- too Many billing determiNants would result in tariff prices that are

too low tO capture the established revenue requirement (Tr. 241-244)

Company witness CongdOn destiNed that the proposed billing determinants Were compiled by

taking the. monthly recorded number of bills and terms, by rate schedule, for the 12-month test year

period, with the following adjustments to the recorded bills' and tlierms: (1) billing adjustments (to

remove anomalies); (2) volume annualizations (customer. specific adjustments to reflect a full Year's

28 consumption for "each" customer, ¢x<=111di118 the residential . and small commercial classes); (3)

26
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l customer reclassifications (to move customers and volumes between tariff schedules to reflect end of

2 test year composition); (4) weather normalization (to . accurately depict monthly volumes under

3 normal weather conditions), (5) customer annualizations (for residential and small commercial

4. classes, captures seasonal nature of test year Customer growth); and (6) reclassification of full margin

5 transportation customers to present rate schedules (to reflect pricing at present rate schedules) (EX. A-

6 16, at 3-8).

A1though Stat`f does not oppose the Company's proposed bill ing determinants, RUCO

8 witness Moore filed testimony reflecting modifications that RUCO believes are necessary to obtain

9 accurate determinants. Mr. Moore initially revised the billing determinants to reflect updated bill

10 frequency analyses, and imputed revised billing determinants into the Company's proposed rate

l l design, and, finally, annualized the imputed billing determinants using the Company's pro forma

7

12 adjustments(RUCO Ex. 5, at 5).

13 In his Rebuttal testimony, Mr. Congdon identified several errors he believes were Made in

14 RUCO's calculation. He stated that RUCO improperly attempted to utilize the Company's actual

15 recorded bil ls and failed to util ize the residential bil l 'f requency analyses ("BFAs") which are

16 necessary to correctly price the first and secoNd block volumes of the existing rates. Mr. Corydon

17 indicated that RUCO's analysis understated list block revenues by approximately 88 million terms,

18 which resulted in those terns being priced at the lower second block rate, thereby understating

19 residential revenues by $7.4 million (Ex A-17, at 24425) Ink. Corydon also Claimed that RUCO

20 improperly used ratios to distribute the Company's total proposed adjustments tO bills and volumes.

111 his Surrebuttal testimony, Mr. Moore stated that following review of data request21

22 response andseveral' telephone conversations with Southwest Gas, the Company was unable to

i
I
I :,
I...
I

.23 provide a set Of test year billing détenninants that generate its test yean recorded revenues. . Mr.

'24 Moore blaimsi that RUCO analyzed the BFAS provided by the Company and determined a set of

25 dctsnnihants accurately reiléct the size of the test year customer base, its usage patterns, and that .

!I 271

26 10 Mr. Corydon stated that Staff accepted the Company's proposed test year bills and volumes, but not all of the
Company's proposed reclwsiNcadow of customers to new rate schedules. The Company agreed that, to the extent
Southwest Gas' proposed rate schedules and customer reclassifications are not adopted, use of Staff's bills and volumes
would be appropriate (Ex. A-l7, at 26). To the extent we have adopted:Staff's recommendations on the various rate
schedule issues, as discussed above, Staffs bills and volumes will be employed accordingly.28
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1. generate the test year recorded revenue..RUCO then added pro forma adjustments to create a

2 normalized set of test year determinants to design a rate structure that would produce RUCO's

3. recommended revenue requirement (RUCO Ex. 6, at 4-7) RUCO argues that it corrected whatever

4 errors existed in its initial calculation through its surrebuttal testimony and that the workpapers for

5 those calculations Were provided to the CoMpany. RUCO claims that there is no assurance that .the

6 Company's proposal iS any more accurate than RUCO's revised calculations

The Company provided a response .to a RUCO data request to clarify the alleged errors, but

8 Mr. Congdon claimed in his Rejoinder testimony that RUCO's .continued insistence on adjustments to

9 bills. and volumes reflected several computational errors including: improper calculation of the

10 Company's average test year cost of gas;incorrect pricing of bills and volumes for the Company's

l l former Black Mountain Gas Company customers, and improperly pricing the gas cost.and basic

12 service charge revenue applicable to Schedule G-60 arid G-80 (Ex. A-18, at 9-1).. Despite

13 attempting to reconcile RUCO's adjustments through data requests and telephone conversations, Mr

14 Congdon believed that RUCO's proposal continued to understate residential gas cost by $6 million

15 and overstated residential margin by the same amount (Id. at 12). On croSs-examination, lvk

16 Congdon tesdtied that the billing determinants proposal in RUCO'S Surrebuttal testimony was closer

17 than its original calculation, but RUCO's number of bills was still approximately 22,000 higher than

18 the Company's calculation and RUCO's volumes were overstated by approximately 5 million terms

(Tr. 244)19
20 It is fairly clear that Southwest Gas and RUCO.never achieved a meeting of the minds

21 regarding the appropriate 'billing determinant methodology. There is little doubt thatRUCO's initial

22 calculations were flawed and, although subsequent amendments were made to its proposal, for. the

23 reasons identified by Mr. Congdon we believe that the billing determinant recommendation presented

24 .by .Southwest.Gas is. the most reliable proposal and should be adopted in this proceeding (subject to

25 the StaE inodiiications discussed above). In future cases, the parties .would be wiseto initiate

26 discovery regarding complex issu.es.suchas this at an. early stage in order to avoid the necessity of

27 amendntients to their recommendations at a later stage. in the ProcesS

50 68487



x

a

DOCKET no. G-01551A-04-0876

1 Purchased Gas Adjustor

2

3

4

5

6

7

8

10

11
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14

15

16

17

18

19

20

21

22

23

24

*All of Southwest Gas' core customers are served under a purchased gas adjustor ("PGA")

mechanism". The PGA mechanism uses a 12-month rolling average, whereby a new PGA rate is

calculated each month. Each month the Company calculates its average cost of natural gas, on a per

therm basis, for the most recent 12 months. The monthly PGA rate is then determined by subtracting

the base cost of gas'2 from the 12-month average cost of gas. As explained by Staff witness Gray,the

PGA rate is "banded," which means each month when the PGA rate is set it cannot be set at a rate

that is more then $0.10 per therm different than Me rate that was in place in any of the previous 12

months(Ex S-l3,at 8). The PGA currently has a $22.4 million bank balance "trigger," such that if

the balance becomes over-collected by $22.4 million or more, the Company is required to take certain

actions to address the under-collected balance (Id. at 18)L

Staff made several recommendations regardiNg the PGA Mechanism( Staff proposed that the

base cost of gas should be set at zero and the full commodity cost of gas incomomted into the PGA.

Staff also recommended that the current $22.4 million bank balance trigger should be increased to

$29.2 million and an officer of Southwest Gas should be required certify each PGA report. Each of

these issues is discussed below. Stat? tiirtlierrecommended that the bank balance interest rate should

be set based on the one-year nominal Treasury constant maturities rate, and that the PGA report

should identify certain additional details regarding purchases and usage13. These issues are not in

dispute and are not addressed further. The reporting detailsrecoimnended by Staff are in addition to

all current reporting requirements..Father, the Company's PGA monthly .reports to the Commission

should continueto comply with all current reporting requirements and include the beginning bank

balance, any offsets, and the ending bank balance;

Setting Base Cost of Gas at Zero .

The base cost of gas .is currently included along with the Margin the tariffed rate per

251

26

27

28

11 Customers under Schedules G-60 and G-80 are served under a separate cost of gas which is reset twice annually, On
April let and October let (Ex. A-13, at 8). . ,' . . .
12. The.base cost of gas iNcludes both.the commodity cost and the. cost of transport from its source to the Southwest Gas
distribution system. _. . . . . . .
u Specifically, Staff recommends that Southwest GaS' report include a breakdown of "purchases"into fixed price and
variable (such as index) contracts, and that the Company beginidentifying in its monthly PGA reports average and
median usagelevels ;forG-5 and G-10 rate schedules (Ex. A¢l3, at 25).

I

I

I

i

9 .
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1 therm for each rate. class, with the Monthly PGA listed as a separate line item on customer bills. Mr

2

4

5

7

9

10

11

12

Gray explained that in a rate case the Commission traditionally addresses 'all costs aside from the com

of gas. component, .Which is treated separately through the PGA. function. Because the margin rate

recovers all of the other Costs, such as metering, billing, customer service, personnel, and facility

costs; the. rates established in a proceeding .such as this affect only the margin rate component

consisting of the tarried rates and the basic service charge. As a result, the margin rate change for a

given customer class is always much higher the percentage increase on customer bills, giventhe

treatment of the cost of gas component as a ccnstaht in the rate proceeding. Mr. Gray pointed out that

iNcluding both a margin .component and a base cost of gas in the tariffed (comrnodity).rate can result

in significant confusion for customers who are trying to understand their bills," especially after rate

increases are granted (Ex. S-13, at 8-16)

Southwest Gas' current base cost of gas is $037034 per therm, as established in the

13 Compally's last rate case (DecisioN No. 64172). In its application, .Southwest Gas proposed

14

15

16

17

18

19

20

increasing thebase Cost of gas to $0.53436 per thermo which Staff found to be reasonable. However

Staff witness Gray recommended,.as an alternative, that the base cost of gas be set at zero as a means

of minimizing customer confusion Under Mr. Gray's recommendation, setting the base cost of gas

at zero would effectively eliminate the base cost of. gas component so that the PGA rate would

include the Previously separate base cost of gas amount. Thus, a single line item on customer bills

would include the full commodity cost (absent atemporaty surcharge or credit), allowing customers

to easily see the changing cost of gas. component separate &on the margin component (Ex. S~13, at

21 13)

In order. to alleviate short-terM" customer confusion lim such a change, Staff further

23 recommends that Southwest Gas should Create specific customer education rnateriadsto explain the

24 Change (including, e.g., aside by-side bill comparison. under the Old and new rate structures). (Id. at

25 141151. Mr. Gray also points out that setting the base cost of gas at zero would cause the monthly

26 PGA rate component tO significantly increase, and well beyond what a typical' application of the

27 $0.10 therm band would enable the, rnonthly PGA rate to reflect. To remedy 'this problem, Staff

28 recommends that, when applying the $0.10 per therm band for the first 12 months alter this Decision

3

6.

8
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1 Southwest Gas should compare the new monthly PGA rate to the sum of the base cost of gas and the

2 monthly PGA in prior months. Taldng this approach would, according to Mr. Gray, provide a

3 consistent benchmark for applying the $0.10 per therm band while transitioning to a base cost of gas

5

7

8

10

11

12

13

4 Of zero (Id. at 15-16)

Southwest Gas indicated that it'does not oppose Staff's recommendation to set the base Cost of

gas to zero (Id. at 14, Tr. 270). Mr. Congdon also testified at the hearing that the Company does not

oppose Staffs recommendation to create speciNc customer education materials, "like a bill stuffer

that Would go out in customer bills to explain the change (Tr, 270)

We believe Staffs recommendation to set the base cost of gas at zero is appropriate and, once

fully implemented, should enhance customer understanding of their bills. This proposal will allow

customers to more easily track the separate components that go into the provision of gas service

especially the gas component during periods of volatility. We appreciate Stafl's effort in devising

this recommendation, as well asthe Company's agreement with a proposal that should minimize

14 customer confusion, while at the Same time allowing the Company to recover its costs. As a find

15
16

matter on this issue, we direct the Company to submit to Staff for its review a copy of all customer

education materials related to this issue prior to the materials being distributed to customers

PGA Mechanism Trigger Level

Southwest Gas' current PGA mechanismwas implemented iN June 1999, at a time when

19 natural gas prices had rernalined relatively stable for a number of years. Staff WitNess Gray testified

20 that, although no PGA structure can change or mitigate the fact that natural gas prices have increased

21 dralunatically in recent years, Staff believes the currentPGA mechaNism reasonably balaNces the

22 protection of customers Bom wildly fluctuating gas. prices With the goad of sending, to a certain

23 extent, price"sigNals" to. customers gas prices "(ex.. S-l3, at 17). ~Therefore, . StaH`

24. recommends that the existing.'PGA- rNechainisM should- be retained, subject to the limited

25 modificatioNs discussed below

Mr; Gray explained that when.the rolling avemagel PGA mechanism established by

27 Decision No. 61225 (October 30, 1998)9 the $22.4 million trigger' level was set On the basis of

28. consumption levels for Soutl1west~GaS` .in -1996 and ,1997 (appwOxinialtcly 447 million terns
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1

2

3

4

5

6

7

8

1 0

11

12

13

annually). For 2003 .and 2004, the Company had an average annual consumption of 516 million

terms (Id. at 18). Mr. Gray stated that although there is not necessarily one right trigger level, given

the increasing annual cost of gas (among other relevant considerations regarding the impact on

customers and the Company), Staff believes the trigger level for the PGA bank balance should be

increased from $22.4 million to $29.2 million. According to Staff, the proposed trigger level increase

should provide a level of flexibility to absorb higher usage and higher natural gas costs in the PGA

bank balance, while also providing a measure of protection for customers and the Company if a

positive ornegativebalance woe tobe carriedwithin the balance for a period oftime (Id. at 19-21)

Company witness Gieseldng testified that while Southwest Gas is not necessarily opposed to

an increase in the PGA bank balance trigger level, to the extent such an increase were to be adopted

the Company believes the current $0.10 per therm PGA adjustment rate band should also be

.increased to $0.20 per therm" (Ex. A-21, at 10-ll)..Company witness Congdon stated that an

increase in the bank balance trigger level would potentially increase the amount of money carried in

14 ,the balancing account, thereby increasing the Company's business risk in the eyes of the financial

15 community (Ex. A-17, at 40). Southwest argues that an increase in the adjustment cap would save

16

17

18

19

20

customers in the long-term by minimizing defends to the balancing account, thereby reducing

carrying costs on the PGA balance, and resulting in less cost to customers in a fuhlre period (Id.)

Southwest Gas also contends that leaving the current $0.10 band in place would hinder the

adjustment of gas rates that are used to reflect the12-month average cost and would distort die true

marginal cost of natural gas, thus failing to send appropriate price signals to customers (ExQ A-21, at

23

24

25

26

We agree with Staff that the PGA bank balance trigger level should be .increased to $29.2

million for the reasons set forth in Staff witness Gray's testimony. As stated above, the Company is

not opposed to the trigger level increase as long as the change is accompanied bye corresponding

increase in the $0.10 per therm adjustment band. we believe that an increase in the trigger amount is

a reasonable adjustment based on various factors, including the sigNificant increase in gas

27

Southwest Gas initially proposed a corresp.ond̀ Mg increase in the adjustment band of only three cents, from $0.10 to
$0.13 (Ex. A-17, at 40)
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1 consumption levelssince the trigger was originally established

Given the current volatility in the price of gas we believe a slight adjustment of the current

adjustment band is appropriate. According to Mr. Gray, the propose of the band is to limit the

amount by which the monthly PGA rate could adjust automatically within a 12 month period, without

further action by the Commission (Ex. A-15, at 5-6). Staff does not oppose an increase of the band in

principle, but does not believe there is a need to link what it considers a moderate trigger level

increase with an expansion of the adjustment band, as Proposed by the Company (Id.). AlthoUgh the

trigger level and the adjustment. band are not inextricably intertwined, limiting the band to its current

level could result in greater long-term costs for the Company's customers. Mr. Gieseking testified

that the Company's rolling 12-month average cost was expected to exceed the $0.10 upper band by

January 2006, an indication that an increase in the band is warranted at this time. As Mr. Gray stated

in his Rebuttal testimony, the band was expanded once before by the Commission, Hom $0.07 per

therm to $0.10 per therm, and "Staff is not conceptually opposed to a possible expansion of the band

14 (Ex. A-15, at 5). However, we believe the Company's proposed increase to $0.20 is excessive. We

15 find that an increase to $0.13 per therm reflects a more reasonable balance between the interests of

17

16 the Company and its customers

Officer Certification of Monthlv PGA Reports

Staff recommends that an officer of Soudiwest Gas be required to certify, under oath, through

an affidavit attached to each adjustor report, that all information provided in the adjustor report is true19

20 and accurate to the best of his or her information and belief Mr. Gray stated that. this

21

22

23

24

25

26

27

28

recommendation is consistent with action taken by the Coriunission in other gas and electric cases

dealing with adjuster mechanisMs (Ex. A-13, at 2445); Staff does not believe there is anabasis for

Southwest Gas to be treated differently than the other companies that are required tO Provide such

certification (ExTA-15, at 5)

SouthWest Gas opposes Staff's recornrNendatiOh to require- ofhcer certification of the monthly

PGA reports. Company witness -Moody testified that although Southwest Gas is committed to

providing the CoMmission with. accurate information, the CoMpany does not believe the certification

requirement is .necessary. Southwest Gas believes the person most knowledgeable regarding the
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1 report should sign it, as Opposed to an officer (Ex. A-.22, at 7; Tr. 454-455)

We do hot believe it is an Undue burden for an o8cm of Southwest Gas to. be required to

3 familiarize herself or himself with the worldhgs of the PGA meehanismand the monthly reports that

4 are Filed to support the required iNformation. while Southwest Gas argues .that Staff failed to provide

5 a valid reason for -why this requirement. is necessary, the underlying basis of. the .Company's

6 opposition rings hollow. The oflicercertification requirement wouldnot only put Southwest Gas in a

7 position that is Comparable to other companies for which.the issue has been addressed; but will

8 provide a measure of assurance to the Con1missioN,.- as well as the Company's customers and

9 shareholders, that a level of oversight exists that reaches to the Company's highest raqiks. Although

10 `we are not suggesting that Southwest Gas"priOr PGA reports have been deficient, given the 'financial

11 accounting that have been exposed in the recent past; certification of a report that deals with

12 millions of dollars of gas costs on a monthly basis seems small price to pay for a higher level of

13 oversight. Indeed, it is surprising that AUIA has not taken. a position in support of Staffs

14 recommendation given the inherent interest of shareholders in transparency and accountability for a

15 publicly tiled report regarding the Company's purchased gas costs. We will therefore adopt Staffs

16 recommendation

17 Gas PrOcurement Practices

19

Staff Witness Gzray and William Gehlen conducted a. detailed review of Southwest Gas

procurement practices during the testlyear, and offered several recommendations with respect to those

20 practices Mr. Gray identif ied price stability .as one of the Commission's goals of the gas

21

23

24

25

26

27

28

procurement process for Arizona LDCs, .including Southwest Gas (See, DecisiON No 61225)

Staff Witness William Gehlen testified regardiNg the Corhparry's 'procurement practices and

indicated that having a rniic of spot market gas. and longltenn fixed price contracts enhances price

stability (Ex. S-8). Staff recommended that Southwest Gas filurther explore procurement opportunities

in order to enhance greater price stability for customers. AccOrding to .Staff the company has agreed

to a number of recommendations, including: conducting a fuel and procurement practice best

practices review; separating the contract award group Mm the invoice approval authority the

Company; reviewing the Company's poidOlio evaluation software; eliminating the use of cell phones
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1 in.terrn bidding and negotiating activities; and having a neutral party observe theseactivities (Tr. 433-

2.

3

4

5

434).

It is also Staff 's position that employees involved in gas procurement should not have

"substantial" stock ownership in companies with which it is dealing (Tr. 1108). Company witness

Moody agreed that Southwest Gas would review its definitioN of stock ownership rules for employees

6 | involved in gas procurement and meet with Staff within 60 days of the Decision in this case (Tr. 434).

7 Mr.Moody also agreed Southwest Gas shares Staff's concerns regarding El Paso, shortfall of

8

9

10

l l

12"

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q8

service, and other lateral issues. It is Stafi"s recommendation that Southwest Gas should construct

and own its lams absent a compelling reason to dO otherwise. However, Mr. Moody indicated that

the best course of action is to take a look at a cost-effective and reasonable means for the Company to

either own its system or own access to supplies that come onto its system. He explained that the

Company has a long history of trying to purchase laterals from El Paso, but to do so would often

require also purchasing undesirable lateral facilities (Tr. 455-456).

Although there does not appear to be any dispute between the Company and Staff regarding

these gas procurement issues, .we direct the Ooinpany to initiate discusdons with State, 60 days

of this Decision, regarding the stock ownership issues discussed above, and to continue to cooperate

with Staff regarding other procurement issues, including issues pertaining to El Paso and construction

and ownership of laterals on the Company's system. Staff shall tile within 180 days of the effective

date of this Decision," as a eorhpliance item in this docket, a report or reports regarding the stock

ownership issues, procurement practices, benchMarldng, and Bl Paso laterals issues discussed above.

Interest On Customer Deposits . .

. In its Application, Southwest Gas proposed a reduction of the interest rate applied to customer

deposits from 6 percent to 3 percent (Ex. A-29, at 31-32). As noted above, Staff proposed that the

interest rate on PGA balances be set based on a monthly oneéyear nominal Treasury constant maturity

rate (Ex, S-l3, at 22).. Staff also recommends that the same interest rate be applied to the COmpany's

other balancing accounts (i.e., DSM and LIRA) (Id. at 54). Company witness Congdontesdfied on

rebuttal that an equitable approach to the customer deposit interest rate issue would be tosynchronize .

the interest rates on both customer .deposits and the balancing accounts maintaiNed by Southwest Gas

i

57
68487
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1 (Ex. A-17, at 39)

Staff witness Gray testifiedthat Staff recommends maintaining the customer deposit interest

rate at 6 percent consistent with the rate in effect for a wide variety of other utilities. Mr. Gray stated

that although interest rates .are currently relatively low, a signiheant rise in rates would not be

equitable to .customers if the customer deposit interest rate were reduced to 3 percent as requested by

the Company (Ex. S-13, at 57)

We agree withStaff that the customer deposit interest rate should be paint ed at the current

level of 6 percent.. We believe that subjecting such deposits to a constantly varying interest ratecould

lead to customer concision and would be inconsistent with the practices in effect for other utilities in

the State. We therefore adopt Staff's recommendation on this issue, We also agree with Staff that

maintaining the 12-month customer deposit period is appropriate

Four-Hour Service Window

13

14

15

16

17

18.

19

20

In his Direct testimony, Staff Mtness Gray indicated that the Commission's Consumer

Services Division has received a number of customer contacts expressing concern that Southwest Gas

MM customers to be available at the service location for most or all of a day when a technician is

scheduled for seMce, Mr. Gray stated that the Company's policy imposed a burden oN customers

and is inconsistent with the practices of other gas and electric utilities, which provide a four-hour

window for service calls. Mr. Gray pointed out that the service window length is not established by

Commission rule,' but is Set according to each cornpaQny's practice. Mr. Gray recommended that

Southwest Gas be required tO eStablish a company practice of giving customers a four-hour window

21 in accordance with the policies in effect for other similar utility companies (Ex. A»l3, at 54-55). Mr

22

23

24

25

26

27

28

Gray stated that. therein no compelling reason=why Southwest .Gas cannot adopt the four-hour

standard and he .recolnlnen& that the Commission order the Company to adopt such a standard within

6 months from the date of this Decision (Ex. A-15, at 14)

Company Witness Palacios responded that a directive from the Commission is not necessary

because Southwest Gas currently offers several Service options including two~hour, four-hour, and

eight-hour service Windows "based on the Customer's request" (Ex.. A-6, at 5). She indicated that

only 10 to 15 Percent of customers requesting service establislnnent (which requires entry intO the
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1 premises) request service appointments of four hours or less. Ms. Palacios claims that if Staff' s

2 recommendation were adopted, Southwest Gas would likely have to increase its workforce to provide

3 every customer, regardless of need, a four-hour service window (Id. at 4-5). She stated that such a

4 mandate would also likely require significant restructuring of existing work practices and

5 replacement odor major modification to the Company's customer appointment software. Ms

6 Palacios noted that gas utilities differ from electric. companies because, for safety reasons, an

7 employee must always enter the premises when service is established, and because service

8 technicians must give their highest priority to emergencies which may interfere with their ability to

9 meet four-hour window requirements (Id. at 6-7)

We do not believe that the four hour service window reqtNrement recommended by Staff

l l would place an onerous burden on the Company's customer service capabilities. Mr. Gray testified

12 that the Commission's Consumer Services Division has received comments regarding the lack of

13 such a window being offered, and Staff's proposal to allow Southwest Gas 6 months to develop a

14 program to meet Ms requirement is reasonable length of time for compliance. AlthoUgh the

15 Company's witness attempted to distinguish electric from gas service providers to support the

16 Company's position, she failed to recognize that UNS Gas, Inc. ("UNS") has a tariff in effect that

17 requires appointments to be scheduled "within a maximum range of four (4) hours during normal

18 worldng hours" unless another time frame is established that is mutually agreeable to both UNS and

19 the customer (Ex. S-27). Consistent with the tariff in effect for UNS, we agree with Staff that

20 SoUthwest Gas Should adopt a tariff which requires customers to be offered a maximum four-hour

21. seMce window. Staff's recommendation is therefore adopted

22 Energv Share Contributions

23 Southwest Gasbxmently participates in the Energy Shzure ppoglcam, which 81lows custqmezrs

24 the opportunity tO make voluntary contributionstohelp other customers with tinanciail difficulties pay

25 their utility bills... Other companies, such as APS and Sat RiVer Project, also participate in the

26 progrurn, which is bathe Salvation Army

Staff witness Graystatedthat SouthWest Gas currently provides custoiners With a separate bill

28 insert Can be returned with doNations for Energy In comparison, AP.s.lprovides a box on

27
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1 its actual Bills that caNoe checked and an amount indicated for donation. Staff recommends that, at

2..the time the new rates from this proceeding are reflected on customer bills; Southwest Gas should

3 provide a place on itScustomer bills to allow donations to the EnergyShare program (Bx. S.-13, at 55

6

7

10

11

12

13

14

15

16

17

19

20

21

22

23

27

In response, Company witness Congdon testified that Southwest Gas strongly supports

retention of allowing .customer contributions via bill inserts; He stated that the current practice

should be Maintained "unless Staff presents clear and convincing evidence that a change in the

program notification process would result in a greaterbenetit than its cost" (Ex A-17, at 38)

We believe Staffs recommendation should be adopted. We appreciate Southwest Gas

pMcipation in theEnergy Share program; However, we agree with Staff that inclusion of a line on

Customer bills is preferable to a bill insert, which may be discarded when customers Open their bills

We do not believe that a cost/benefit analysis is necessary to recognize that contributions are likely to

be enhanced if. at the time customers sit down to write out their monthly checks, the opportunity to

donate is clearly shown on the billing statements alongside the amount due. We believe Staff's

recommendation represents a common sense approach to encouraging contributions to the program

The Company should implement this change within 60 days of the effective date of this Decision

Gas TechnolozV Institute

The Gas Technology Institute ("GTl"), which was formerly known as the Gas Research

Institute, is a non~profit entity that does reteach, development and training regarding energy markets

GTI's Operations Technology Development ("OTD") programs focus on projects pertaining to pipe

and leak locating arid detection, reduced construction costs, gas main integrity and safety, while its

Utilization Technology Development ("UTD") program focuses on developing increased-efficiency

and safety end-use equipment for residential,commercial, and industrial gas cwtomers. Although

previously tided through FERC surcharge, it now must solicit donations via state public

25. utilities commissions and the LDCs they regulate (Ex..S-13, at 2-8)

Staff recommends that Southwest Gas participate infunding GTI's OTD and UTD programs

at a level Of $688,712 annually, which amount would be recovered Inga per therm basis &om the

Company's sales customers, excluding G-30 and B-1 customers* MI. Gray stated that the per therm28

8
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surcharge would amount to approximately $0.00113, which would increase an average residential

custoiner's bill by approximately three cents per month (Id.).

Southwest Gas witness Marti Marek testified that the Company supports funding gas research

but opposes Staff's mandatory contribution of all research funding to a single entity. She indicated

that, although the Company is pleased with the projects it has participated in with GTI, there are other

competing research organizations that perform equally valuable work (Ex. A-24, at 2-6).

We agree with Southwest Gas that the funding provided for research should not be allocated

to single entity. The Company should have flexibility to tailor the research funds to the projects and

organizations best suited for a specific need, subject to oversight by the Commission (Id. at 7). We .

willtherefore adopt the recommended level of research limbing, which would be collected through a

surcharge, and held and disbursed through a balancing account. Adoption of Southwest Gas' proposal

will allow the Company flexibility to select specific projects on a case-by-case basis, but will permit

Staff to have input and oversight regarding the program expenditures.

Demand Side Management/Energv Efficiency Programs

Southwest Gas proposed increasing its current level of demand side management ("DSM")

funding of $600,000 per year to $4,385,000 annuallyl5, subject to the Commission's approval of a

decoupling mechanism. The DSM programs would be directed at all classes of customers instead of

just residential customers as currently exists. The specific programs, and the associated funding

proposed by Southwest Gas are as follows: Low-IncOme Energy ConServation ("LIEC") ($500,000);

Energy Start Home Cediication ($250,000); Mult i-Family New Construction ' ($1,200,000);

Residential Energy Construction ($200,000); Energy Star Appliances ($800,000); Food Service

Equipment ($500,000); Efficient Cornrnercial Building Design ($500,000); Technology Information

Center ($35,000); aNd Distributed Generation ($400,000). .

Staff; RUCO, and SWEEP/NRDC all support the DSM programs proposed by the Company,

with a few Minor exceptions.. SWEEP/NRDC witness Schlegel recommended that an additional

$750,000 should be added to the Energy Star Home Certification program, and that Southwest should
!
I 27
I|

28 us The DSM funds are collected through a DSM surcharge and held 8hd disbursed through a balancing account

61 68487
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1

2

3

4

5

be allowed to impose a performance incentive mechanism to recover up .to 10 percent of DSM

funding if Minimum goals are met (SWEEP Ex. 1, at 6). Company witness Vivian Scott testified in

support Of SWEEP/NRDC's proposals because she believes increasing funding for .the Energy Star

Home Certification program would enable the Company to expandthe programto larger parts of its

service territory (currently offered only in the Tucson area) (Ex. A-15, at 3). She also supports the

performance incentive mechanism proposal which .is comparable to a program in effect for APS (Id.)

Staff witness Steve Irvine supports the Company's initial proposed DSM funding level, with

8 the exception of $50,000 included in Tb INC Program that is specifically allocated for rate

9 assistance tO low-income customers. Mr. Irvine stated that such rate assistance is not DSM-related

10 and should therefore be considered as a separate and distinct program (Ex. S-19, at 3). ' He

11 acknowledged that a similar program was included in a recent APS case, but points out that the rate

12

13

14

15

16

17

18

19

20

21

22

23

24

25

27.

28

6.

assistance component of that case was part of a settlement agreementinvolving a number of diverse

parties. Mr. Irvine also opposes the SWEEP/NRDC proposal to increase the Energy Star Home

Certification program by $750,000 on the basis that Southwest Gas previously indicated that "the

market has sufficiently transformed and that incentives are no longer necessary to ensure. more

energy-efficient construction" (Id. at 6) (See also, Decision No. 67878, June l, 2005, granting

Southwest Gas" request to reduce the annual Energy Advantage Plus program riding from $900,000

to $250,000). 111 addition to these adjustments to proposed DSM revenues, Staff recommends the

following with respect to the Company's DSM programs: semi-annual DSM reports certified by an

officer of the Cornpanyj requirement that Company docket .120 days of this Decision, in a

separate docket, detailed descriptions of the DSM programs that would. be subject to Commission

approval; requirement that the Company implement andmaintain the .collaborative DSM working

group to solicit and facilitate input from any interested party (prior to submission to Commission of

specific programs); responsibility of Southwest Gas to demonstrate appropriateness of specific DSM

programs; and no performance .incentive mechanism should be approved (Id. at 9-10)

With one exception, we agree with StaFf's recommendations regarding DSM. Despite Staff' s

concerns, we believe the $50,000 currently included in the LLEC programfor rate assistance funding

should be maintained.. Although such funding may not in a strict sense be considered DSM-related
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we agree with Mr. Schlegel that it represents a relatively small percentage of the overall DSM budget

and is to be used for emergency situations for low-income Customers. To the extent any portion of

this $50,000 is not spent yearly on bill assistance emergencies, the balance should deallocated to

general LIEC programs. With respect to SWEEP/NRDC's proposal to increase by $750,000 funding

for Energy Star Home Certif ication, we share St s concern that the Company has previously

offered conflicting views of whether such an increase in such funding would be cost effective..As

MI. Irvine pointed out, through data request responses the Company indicated that it could offer the

program throughout its service area at the initial funding level and specifically requested reduction

in funding for a similar program in the Tucson area due to Market transformation (Ex. S-19, ~at 6-7)7

We also agree with Staff that the performanceincentive mechanism, which was suggested for the first

time in Mr. Schlegel'S testimony, is not sufficiently developed for approval at this time. The parties

to the DSM collaborative process may wish to pursue this issue through further discussions but the

proposal contained in the record of this proceeding lacks sufficient detail to determine whether it is

appropriate at this time. In all other respects,we agree with and adopt Staffs recommendations as

described above.

16 * * * * * * =l= * * *

17 Having considered the entire record herein and being fully advised in the premises, the

18 Commissionkinds,concludes, and orders that:

19 FINDINGS OF FACT

i

20 1. On December 9, 2004,Southwest Gas Bled an application with the Commission for an

21 increase in rates.

22 2. ON JanUary 7, 2005, the. Commission's Utilities Division Staff tiled a Letter of

23. Insufficiency.

,24
.25

I
I

26

27

3. On January 26,. 2005, Staff tiled a Letter of Suf5cie1;cy,notify°mg the Company that

its applicatiOn met the Sufficiency requirements and classifying.Southwest Gas as a Class A utility.

4. . By Procedural Order issued Febimary 7, 2005, procedural timeiicames were esrtahlished

'sind a heariNg was scheduled to eornmence onOctober 3, 2005.

28 Intervention was granted to Rico, AUIA, DQD,~ ~SVVBEP/NRDC, YCA, ACAA,

i

5.
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1 APS,and TOP.

2 Southwest Gas filed Direct testimony .with its application .on December 9, 2004.

3 Pursuant to Procedural Order issued March 10, 2005, Direct testimony was filed on July 26, 2005 by

SIam RUCO,.YCA, AUIA, ACAA, and SWEEP/NCRA.

5 7. RebUttal testimony was Hled by Southwest Gas on August 23, 2005. Surrebuttal

6

7

i 8 8.

10

testimony was filed on September 13, 2005 by S1af£ RUCO, AUIA, SWEEP/NRDC, and DOD.

Rejoinder testimony was filed bY the Company on September 23, 2005 .

. An evidentiary hearing was conducted at the Commission's offices in Phoenix,

9 Arizona commencing on October 3, 2005 and concluding on October ll, 2005.

Late~iled exhibits were filed by Southwest Gas on October 21 , 2005 and November 4,

11 2005,

12 10. Initial Post-Hearing Beefs were tiled by DOD on October 31, 2005, by RUCO on

13 November 3, 2005, and on November 4, 2005 by Southwest Gas, SWEEP/NRDC, AUIA, and Staff

Reply Briefs were filed on November 14, 2005. by Southwest Gas, RUCO,14 11.

15 SWEEP/NRDC, AUIA, and Staff Southwest Gas tiled a Supplement to its Reply Brief on

16 November 23, 2005 .

12. According to the Company's application, as modified, in the test year Southwest Gas

18 had adjusted operating income of $46,775,622 on an adjusted Original Cost Rate Base of

17

g

I

19 $943,110,070,for a 4.96 percent rate of return.

20 13.

I

I
r

In its application, as modified, the Company requested a revenue increase of

21 $66,898,342, based on OCRB of $943,110,070, and rate ofretmn of 9.24 percent.

14.22 Staff recommends a rate increase of$51,625,l35,based on OCRB of $924,927,5.66,

23 and a recommended rate of return of 8.40 percent.

2.4 15. RUCO recommends a revenue increase of $48,506,079, based on OCRB of

26

25 . $919,607,846, and recommended rate ofretum of.8.64..

15 . For purposes of this proceeding, we determine that Southwest Gas has. an Arizona Fair

27 Value Rate Base of $1,169,584,038... .

A rate of return on FVRB of 6.63 percentis reasonable and'appropriate..28 17.

4

9.
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18.

19.

Southwest Gas is entitled to a gross revenue increase of $49,345,636

The Company's proposed Conservation Margin Tracker decoupling mechanism

3 proposal is not adopted in this proceeding

20. The class responsibility for the revenue requirement should be allocated using the

5 methodology of Staffs rate design expert witness

21 | For residential customers under Schedule G-5, the basic monthly customer charge

7

8

should be increased from $8.00 to $9.70, and a two-tier declining block structure remains appropriate

in accordance with Staff' s recommendation

22. A separate mild-family residential basic monthly customer charge of $8.70 is

10 appropriate under the new Schedule G-6 rate

234 The low-income residential rate (G-10) should be maintained at its current $7.00 per

13 24.

25.

16

17

18

12 month with the current commodity discount of 20 percent for the first 150 terms of winter usage

Staffs rate design recommendations for Special Residential Gas Service for Air

14 Conditioning (G-15) and Master.Metered Mobile Home Park Gas Service (G-20) should be adopted

The current Armed Forces Rate Schedule G-35 should be eliminated and customers

currently on that schedule would receive service under Schedule G-25

26. For General Gas Service customers on Schedule G-25, a new sub-class should be

created for small customers using less than 600 terns annually, and the demand charge for large G

25 customers should be calculated based on DOD's recommendation of using a. modified non19

21

22

23

20 coincident peak during any winter month

27. For Air Condit ioning Gas Serv ice (G-40); Gas Serv ice for Compression on

Customer's Premises (G-55); COgeneration Gas Service (G-60); Small Essentid Agricu1tura1 User

Gas Service (G-75); arid Natural Gas Engine Gas Service (G480), Staffs recommended rate design

should be agiopted24

25 28. The billing determinants proposed by the Company should be employed for setting

26

27

28

rates in this proceeding

29. . With respect to the Company's Purchased.Gas Adjustor mechanisiii, the base cost of

gas should be set at zero in accordance with Staffs redominendatioh; the. trigger level for the.PGA

65 68487
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1

2

4

bank balance should be increased from $22.4 million to $29.2 million as recommended by Staff, and

the current $0.10 per therm adjustment band should be increased to $0.13 per therm

30. The interest rate for the Company's PGA, DSM, and LIRA. balancing accounts should

be based on the one-year nominal Treasury constant maturities rate, in accordance with Staffs

5 recommendation

The Comply's PGA monthly reports to the Commission should continue to comply

7 with all current reporting requirements and include the beginning bank balance, any offsets, and the

31.

11 33.

12

8 ending bank balance

32. . Staffs recommendation to require an officer of Southwest Gas to provide certification

10 of the accuracy of the monthly PGA reports is reasonable and should be adopted

SouthweSt Gas should initiate discussion with Staff within 60 days regarding gas

procurement issues identified by Staff; including issues pertaining to El Paso and construction and

ownership of laterals on the Company's system

34. The current interest rate of 6 percent on customer deposits should be maintained in

15 accordance with Staff's recommendation. The 12-month customer deposit period should also be

13

16. maintained

17 35. Southwest Gas should develop within 6. months a tariff proposal that would require

18 that customers be offered a four-hour window for service calls

Southwest Gas should implement within 60 days Of the effective date of` this

20 Decision, Staff's recommendation to allow donations to the Energy Share program by an indication

on the Colnpany's billing statements

37. Gas research should be funded at the level recommended by Staff; but Southwest Gas

23 should have the flexibility, subject to Staff oversight, to select appropriate entities for use of the

19 36

24 research funds

25 38. DSM programs should be funded at the level initially recommended by Southwest Gas

26

27

($4,385,000) and the Company should comply with the recommeNdations made by Staff regarding

among other things, compliance 'filiNgs and working with the DSM collaborative group

39. Arizona -customer bills. should contain infonnation relevant to Arizona customers

66 68487
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1

2

3

4 40.

5

I

i

i
l

7 CONCLUSIONS OF LAW

8

10

Information specific only to Nevada and/or California customers should be removed Rom the back of

Arizona customer bills. Funhennore, the back of Arizona customer bills should contain explanations

for two billing line items "Base Tariff Rate" and "Rate Adjustment."

We also agree with Staff that anytime Southwest Gas initiates participation in a new

natural gas docket at the FERC which relates to its service in Arizona, the Company Should be

required to provide Staff with a copy of Southwest Gas' initial Filing in that FERC docket.

l . Southwest Gas is a public service corporation within the meaning of Article XV of the

9 Arizona Constitution and A.R.S. §§40-250, 40-251 and 40-367.

. TheCommission has jurisdiction over Southwest Gas and the subject matter contained

11. in the Company's rate application.

12 3. The rates, charges and conditions of service established herein are just and reasonable

13 and in the public interest.

14 ORDER

15

16

17

18

19

20.

22
i
I

23

24

25

26

27

IT. IS THEREFORE ORDERED that Southwest Gas Corporation is hereby authorized and

directed to'tile with the Commission, on or beloW February 28, 2006, revised schedules of rates and

charges consistent with the discussion herein and a proof of revenues showing that, based On the

adjusted test year lWel of sales, the revised rates will produce no more than the authorized increase 'm

gross revenues.

IT IS FURTHER ORDERED that the revised schedules of rates charges shall be elective

21 for all service rendered on and after March 1, 2006. .

IT IS FURTHER ORDERED that SouthweSt Gas CorpOration shall notify its customers Of the

revised schedules 'Or and charges authorized herein Hy means of an insert in its next regularly

scheduled billing, a. form acceptable to.StalIZ .. ..

IT IS FURTHER ORDERED that," in its next rate ease,SOuthwest Gas Corporation shall

provide a detailed .explanation of employee duties 'that' are. associated with sales, marketing; or

promotional activities and offer reasOnable allocation of wage expense coNsistentwith those duties.

.IT IS FURTHER ORDERED that, its hextrate case, Southwest Gas CorpOratioN shall28

E
|. 67 68487
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_

1 provide a clearer picture of AGA functions and how the AGA's activities provide specific benefits to

2 the Company and its customers.

3 IT IS FURTHER ORDERED that Southwest Gas Corporation should coordinate its efforts to

4 pursue implementation of  a decoupling mechanism through discussions with Staf f ; RUCO,

5 SWEEPINRDC, and any other interested pres. Such efforts may be pursued through the DSM

6 policy process, as suggested by SWEEP/NRDC, and through a proposal in the Company's next rate

7 case.

8 IT IS FURTHER ORDERED that Southwest Gas Corporation shall submit to StM for its

9 review a copy of dl customer education materials related to setting the base cost of gas at zero prior

10 to the rnateriads being distributed to customers.

l l IT IS FURTHER ORDERED that the Company's PGA monthly reports to the Commission

12 shall continue to comply with all current reporting requirements and include the beginning bank

13 balance, any offsets, and the ending bank balance.

14 IT IS FURTHER ORDERED that, for al l  future PGA monthly reports, an of f icer of

15 Southwest Gas shall be required to certify, under oath, through an affidavit attached to each adjustor

16 report, that all information provided in the adjustor report is true and accurate to the best of his or her

17 information and belief

18 IT IS FURTHER ORDERED that Southwest Gas Corporation shall initiate discussions with

19 Staff, wiuiin 60 days of this Decision, regarding the stock OwNership issues discussed herein, and to

20 continue to cooperate with Staff regarding other procurement issues, including issues pertaining to El

21 Paso and construction and ownership of laterals on the Company's system.

22 IT IS FURTHER ORDERED that Staff shall tile within 180 days of the effective date of this

23 Decision, as a compliance item in this docket, a report or reports regarding the stock ownership

24 issues, procurement practices, benchmarking, and El Paso laterals issues discussed above.

25 IT IS FURTHER ORDERED that Southwest Gas Corporation shall, within 6 months of the

26 effective date of this Decision, propose a tariff which requires customers to be offered a maximum

27 four~hour service window.

28 IT IS FURTHER ORDERED that Southwest Gas Corporation shall implement, within 60

68 DECISION no. 68487

i
I
i
I
I



COMMISSIONER' :Fri ' °

%~<=%- r 94 _ »I

DOCKET no. G_01551A_04_0876

1 days of the effective date of this Decision and in a font acceptable to Stafrj Staffs recommendation

2 to al low donations to the Energy Share program by an indication on the Company's bi l l ing

3 statements.

IT IS FURTHER ORDERED that Southwest Gas Corporat ion shal l  comply wi th the

5 recommendations made by Staff  regarding, among other things, DSM compliance ti l ings and

6 working with the DSM collaborative group.

IT IS FURTHER ORDERED that this Decision shall become effective immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

<

"2. /74//44444-
*u

COMMISSl'ONER 9~ """6o1§~8isSIoNER comm1sSa6nER

IN WITNESS WI-IEREOF, I, BRIAN C. McNEIL, Executive
Di rector of  the Ar izona Corporat ion Commission,  hav e
hereunto set my hand and caused the of f icial  seal of  the
Commission to be affixed at the Capitol, in the City of Phoenix,
this of¢day of F o b  . , 2006.

Dr

BR1A1¢<:f'm01~n5LK
EXECUTIVE DIRECTOR

DISSENT

DISSENT

69 DECISION no. 68487
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4 D. Commodity Charge

parties

promote

I n

affected stakeholder

be

gradualism,

proposal to Fla£ten the sales rate

conservation h

its proposed residential rate design,

its non-gas revenues through an innovative allocation of

the non-gas and gas cost components of the sales rate as

reflected below.

Illustrative
Average Rate Components
Basic Service Charge $12.80
Commodity Charge per Therm

All Usage $.55376

/` 4%
, cy\ 4

Decision

balanced

Description

Southwest

Illustrative "Average" and Proposed "Allocated"
Single-Family Residential Rates

to

conservation

seek

No.

l l

with

f fairness,

addressed

68487,

rate

- T .~~3"Vv»u\ L C , * c34 \ V\

Delivery
(Non-Gas)
Charge

efforts,

design

the

these

and

Commission

alternatives

Monthly
Gas Cost
& Rate

Adj

while

of

concerns

(commodity charge) of

encouragers

the

while stabilizing

""-~

\

benefiting

encouraged

print

44+

through'

Effective
Sales
Rate

that

$12.80

$1.49065

I 9.r
fa to

would

EXHIBIT

the

$12.80

$.88069
.00000

$0.60996
1.49065

SI. 49065
1.49065

Proposed Rate Components
Basic Service Charge $12.80
Commodity Charge per Therm
Summer
First 15 Thermo
Over 15 Thermo
Winter
First 35 Thermo
Over 35 Thermo

$_88069
.00000

$0.60996
1.49065

$1.49065
1.49065

I

Form No, 155.0 (03/2001)Word 10



r
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SOUTHWEST GAS CORPORATION
coMpARison OF THE RESIDENTIAL BILL IMPACTS OF

AN AVERAGE RATE DESIGN AND SOUTHWESTS PROPOSED RATE DESIGN
FOR WINTER SEASON BILLS

Description
Average (Normal)

Rate Design

Southwest
Proposed

Rate Design

Difference
Proposed less

Average

Consumption
20 Thermo

Monthly Minimum/Basic Charge
Base Commodity/Non-Gas Cost
PGNGas Cost
To fat

$ $ s

l$

12.80
11.08
1B.74
4 2 , 9 1 l $

12.80
17.61
12.20
42.B1l I S

6.54
(5.54)l

40 Therms
Monthly Minimum/Basic Charge
Base Commodity/non-Gas Cost
PGA/Gas' Cost
Total

$ $ s

I $

12.80
22.15
37.48
72.43 I I s

12.B0
30.82
2a.a0
72.43 l I $

8.67
(8.67)I

55 Therms
Monthly Minimum/Basic Charge
Base Commodity/non-Gas Cost
PGNGas Cost
Total

$ s $ lb

I s

12.80
30.48
51.53
s4.79l I s

t2.BD
30.82
51.16
94.7QI l $

0.37
(0.37) I

$ s $
60 Therms

Monthly Minimum Basic Charge
Base Commodity/Non-Gas Cost
PGA/Gas Cost
Total

(2.40)
2.4o

is

12.80
33.23
55.21

102.241 I s

12.80
30.82
58.51

102.24 I l$ 1
r

80 Therms
Monthly MinlmumlBasic Charge
Base Commodity/Non-Gas Cost
PGNGas Cost
Total

s $ s

Is

12.80
44.30
74.95

132.05 | I s

12.80
30.82
88,43

132,051 l $

(13.48)
13,48 I

$ $ $
100 Thermo

Monthly MinimumlBasic Charge
Base Commodity/Non~Gas Cost
PGNGas Cost
Total

(24.55)
24.55

r

Is

12.80
55.38
93.89

1s1.87l l $

12.80
30.82

11B.24
1s1.87 | |  $ I

1

$ $ $
120 Therms

Monthly MinimumlBasic Charge
Base Commodity/Non-Gas Cost
PGNGas Cost
Total

(35.63)
35.63

I $

12.80
56.45

112,43
191.68 | I s

12.80
30.82

148.05
191,58 | |  s I

$ $ s
140 Therms

Monthly Minimum/Basic Charge
Base Commodity/Non-Gas Cost
PGAlGas Cost
Total

(48.70)
46.70

I $

12,80
77.53

131 .16
221.49 | I s

12.80
30.82

177.87
221.49 I I s I

Average Rates

12.80 12.80Basic Charge
Non~Gas Rates
All Usage/First as Themls
Second Block

$

$ 0.55378

Proposed Rates

$

$ 0.88059
0.00000

Gas Cost Rates
All Usage/First 35 Thermo
Second Block

s 0.93689 $ 0.60996
1 .49065

i



42.61 49.15

72.43 81.'l0

94.79 95.15

102.24 99.84

132.05

161.87

191.68

221.49

q
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SURREBUTTAL EXHIBIT A
4

SOUTHWEST GAS CORPORATION
COMPARISON OF THE RESIDENTIAL BILL IMPACTS OF
A TYPICAL RATE DESIGN vs. THE COMPANY-PROPOSED
"ALLOCATED" RATE DESIGN

LINE
no. CONSUMPTION

AVERAGE (NORMAL)
RATE DESIGN

COMPANY PROPOSED
"ALLOCATED" RATE

DESIGN

1
2
3
4
5

$12.80
11.08
18.74
0.00

12.80
17.61
12.20
6.54

6
7
8
9

10

$12.80
22.15
37.48
0.00

12.80
30.82
28.80
8.67

11
12
13
14
15

$12.80
30.46
51.53
0.00

12.80
30.82
51.16
0.37

16
17
18
19
20

$12.80
33.23
56.21
0.00

12.80
30.82
58.61
(2.40)

21
22
23
24
25

$12.80
44.30
74.95
0.00

I

12,80
30.82
88.43
(13.48)
118.58 I

26
27
28
29
30

$12.80
55.38
93.69
0.00

I

12.80
30.82

118.24
(24.55)
137.31 I

31
32
33
34
35

$12.80
66.45

112.43
0.00

I

12.80
30.82

148.05
(35.63)
156.05 I

36
37
38
39
40

20 THERMS
MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
40 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
55 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
60 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
80 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
100 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
120 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL
140 THERMS

MONTHLY MINIMUM
BASE COMMODITY
PGA
PGA ADJUSTOR

TOTAL

$12.80
77.53

131.16
0.00

12.80
30,82

177.87
(46.70)
174.79 II

AVERAGE RATES
12.8

0.55376

"ALLOCATED" RATES
12.80

0.88069
0.00000

BASIC SERVICE CHRG.
BASE COMMODVIY

ALL USAGE
FIRST 35 THERMS
SECOND 35 THERMS

PGA
ALL THERMS
FIRST 35 THERMS
SECOND 35 THERMS

0.93689
0.60996
1 .49065
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EXHIBIT

BEFORE THE ARIZONA CORPORATION COMMISSION
()C/3-43
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2 COMMISSIONERS

3

4

MIKE GLEASON, Chairman
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

Anlz0na Corporation Commission

D O C KE E ET

MAY 200827

DOCKETED EY
6

DOCKET NO. E-04204A-06-0783

DECISION NO. 70360

7 IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE

8 ESTABLISHMENT OF .IUST AND REASONABLE
RATES AND CHARGES DESIGNED TO

9 REALIZE A REASONABLE RATE OF RETURN
ON THE FAIR VALUE OF THE PROPERTIES OF

10 I UNS ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE OF

11 I ARIZONA AND REQEUST FOR APPROVAL OF
RELATED FINANCING. OPINION AND ORDER

12
3 DATES OF HEARING:

l
September 10, 11, 12, 13, 14, 20, 21, and October 2,
2007.

14 PLACE OF HEARING:

15 IADM1N1STRATIVE LAW JUDGE:

Phoenix, Arizona

Teena Wolfe 1

16 IN ATTENDANCE: William A Mundell, Commissioner
Kristin A. Mayes, Commissioner

17

18 APPEARANCES: Mr. Michael W. Patten and Mr. Jason Gellman,
ROSHKA, DE LF & PATTEN, PLC, on behalf of
UNS Electric, Inc.,

19 |
I

20

_,A
~\\

~a

'A
. \ l

xx\\ ' Ms. Michelle Livengood on behalf of Uri source Energy
Services,

21 Mr. Daniel Pozefsky, on behalf of the Residential Utility
Consumer Office,

22

74 I

24 4

25 i

\\

3W\1,/'
\ \ ,,»~'

\.~

Mr. Marshall Magruder, in propria person, and

Ms. Maureen Scott, Senior Attorney, and Mr. Kevin
Torrey, Staff Attorney, Legal Division, on behalf of the
Utilities Division of the Arizona Corporation
Commission.

26

27

28
I Administrative Law Judge Teena Wolfe conducted the hearing in this case and Administrative Law Judge Dwight
Nodes drafted the Recommended Opinion and Order.

5
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1

2

3

We agree that, as a general principle, rewarding employees for performance and longevity

provides at least an indirect benefit to customers because service is likely to be enhanced by

recognizing employees. However, the Company and its shareholders also benefit from improved

4 employee performance, at least as much as ratepayers, a fact that UNSE fails to acknowledge. If the

5 Company wishes to provide gifts, awards, and other social events as a reward to employees, it should

6 bear at least a portion of the burden associated with these discretionary expenditures. We will

7

8

9

10

11

13

14

15

16

17

18

19

20

21 RUCO did not address this issue in its briefs, and

22

therefore reduce expenses by half of the amount identified by RUCO ($5,806).

Worker's Compensation (Injuries and Damages)

UNSE argues in its brief that, although it proposed a reduction of $98,161 to test year

expenses booked in FERC Account 925, Staff and RUCO improperly advocated greater reductions.

Mr. Dukes conceded that the test year level of $173,456 for worker's compensation appeared to be

"abnormally high" and the Company therefore agreed to reduce that expense by $98,161 to reflect a

three-year average of such costs (Ex. A-24, at 4-5). However, Mr. Dukes disagreed with Staffs and

RUCO's proposals to reduce all of the expenses in FERC Account 925, because, according to Mr.

Dukes, such reductions would not recognize costs associated with general liability insurance and

Officers and Directors liability insurance (Ex. A-25, at 2).

Staff points out in its reply brief that its witness, Ralph Smith, agreed at the hearing to modify

Staff's position in accordance with the Company's recommendation, and that Staff" s revised position

is included in its Final Schedules (Staff Initial Brief, at 15). Therefore, despite UNSE's protestations

to the contrary, Staff has been in agreement with the Company's position on this issue since the date

of Mr. Smith's testimony at the hearings.

presumably has conceded its position on this issue.

Incentive Compensation

24 LTNSE proposes to increase test year expenses by $39,026 to reflect a two~year average of

25 expenses for incentive compensation programs maintained by the Company. UNSE recommends

26

27

28

14 In this case, as well as the recent UNS Gas case the Company's brief failed to recognize changes in the positions taken
by other parties (or its own witnesses), either through surrebuttal testimony, or at the hearing, and which changed
positions were incorporated into the final schedules of that party (See, e.g., Decision No. 70011, at 4, 29-3 1, 41). *

19 DECISION NO. 70360
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1

2

3

4

5

6

7 goals.

8

10

Consistent with our finding in the UNS Gas rate case (Decision No. 70011, at 26-27), we

believe that Staff" s recommendation provides a reasonable balancing of the interests between

ratepayers and shareholders by requiring each group to bear half the cost of the incentive program.

As RUCO points out, the program is comprised of elements that relate to the parent company's

financial performance and cost containment goals, matters that primarily benefit shareholders,

However, 40 percent of the program's incentive compensation is based on meeting customer service

This offers the opportunity for the Company's customers to benefit from improved

performance in that area. For the same reasons, we also adopt Staffs recommendation to disallow 50

percent of the Officer's Long-Term Incentive Program (Ex. S~58, at 32). Given that the arguments

raised in the UNS Gas case are virtually identical to those presented in this case, we see no reason to

11 deviate from that recent Decision.

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

We also stated in Decision No. 70011 that although we believe, on balance, that the 50/50

sharing is reasonable, we share RUCO's concerns that the SRA offered to employees in 2005 may

have the effect of undermining the very goals the PEP is intended to achieve (i,e., providing an

incentive for participating employees to improve performance and thereby benefit both the Company

and its customers). As described by Mr. Moore, despite failing to meet the PEP goals, the UniSource

Board of Directors decided nonetheless to provide the affected employees with a surrogate means of

compensation. As we indicated in Decision No. 70011, it appears that the SR.A sends a signal to

employees that they will be compensated regardless of performance, which places the entire premise

of the PEP at issue. We expect the program to be scrutinized in the Company's next rate case to

determine the appropriateness of providing incentive compensation above base salaries to employees.

Supplemental Executive Retirement Plan and Stock Based Compensation

UNSE allows select executives to participate in a Supplemental Executive Retirement Plan

("SERP"). The SERP provides to eligible executives retirement benefits in excess of the limits

allowed under Internal Revenue Service ("IRS") regulations for salaries in excess of specified

amounts. UNSE contends that the $83,506 of test year SERP costs are reasonable and that neither

27 Staff nor RUCO have shown that the Company's overall executive compensation costs are excessive

28 or out of line with industry standards.

21 DECISION NO. 70360
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1 miscellaneous expenses, it would be akin to proclaiming the acceptability of the proverbial "death by

2 1,000 cuts."

3 Performance Enhancement Program

4 UNS allows its non-union employees to participate in its parent company's Performance

5 Enhancement Program ("PEP"), which provides eligible employees compensation above their base

6 pay for meeting financial targets (30 percent), cost containment goals (30,percent), and customer

7 service goals (40 percent) (Ex. A-13 at 8-9). Company witness Dukes claims that the PEP is an

8 integral part of its compensation package for employees and that UNS would be required to increase

9 base salaries to attract and retain qualified employees if the program were eliminated(Id).

10 Staff proposes to adjust the PEP expenses by 50 percent, based on Staffs claim'that incentive

l l compensation programs benefit both ratepayers and shareholders. Staff cites to the Southwest Gas

12 Decision to support its position. In that case, the Commission adopted Staffs recommendation to

13 disallow 50 percent of a similar program's costs, based on a finding that the Southwest Gas

14 management incentive program benefited both customers and shareholders. Staff witness Ralph

15 Smith stated that there is no relevant distinction between the UNS and Southwest Gas incentive

16 programs and that the 50/50 sharing of costs is equally appropriate in this case (Ex. S-25 at 29)

17 RUCO proposes a complete disallowance of the PEP costs, based on its claim that it is not

18 clear that the program is necessary to achieve the PEP's goals. RUCO witness Moore testified that

19 during the test year (2005), no PEP payments were made because UniSource did not meet the

20 program's financial goals. However, the UniSource Board of Directors authorized payment of a

21 Special Recognition Award ("SRA") in 2005 to the employees eligible for the PEP. As a result, UNS

22 is seeking in this proceeding to recover the average of the 2004 PEP payments and the 2005 SRA

23 costs. Mr. Moore contends that the SRA is unique and does not meet the criteria of a typical and

24 recurring test year expense for which rate recovery should be granted (RUCO Ex. 3 at l6-17), He

25 also stated that 60 percent of the PEP payments are related to financial performance and cost

26 containment, which are goals that primarily benefit shareholders. Finally, Mr. Moore asserts that

27 because the PEP does not apply to 60 percent of its employees (i.e., union employees), it is not clear

28 that the program is necessary or will achieve the stated goals (Ia'., RUCO Ex. 4 at 8)

26 DECISION NO 70011
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1 We believe that Staff's recommendation provides a reasonable balancing of the interests

2 between ratepayers and shareholders by requiring each group to bear half the cost of the incentive

3 program. As RUCO points out, the program is comprised of elements that relate to the parent

4 company's financial performance and cost containment goals, matters that primarily benefit

5 shareholders. However, 40 percent of the program's incentive compensation is based on meeting

6 customer service goals. This offers the opportunity for the Company's customers to benefit from

7 improved performance in that area. For the same reasons, we also adopt Staffs recommendation to

8 disallow 50 percent of the Officer's Long-Term Incentive Program (Ex. S-25 at 26).

9 Although we believe, on balance, that the 50/50 sharing is reasonable, we share RUCO's

10 concerns that the SRA offered to employees in 2005 may have the effect of undermining the very

l l goals the PEP is intended to achieve (i.e., providing an incentive for participating employees to

12 improve performance and thereby benefit both the Company and its customers). As described by Mr.

13 Moore, despite failing to meet the PEP goals, the UniSource Board of Directors decided nonetheless

14 to provide the affected employees with a surrogate means of compensation. It appears that the SRA

15 sends a signal to employees that they will be compensated regardless of performance, which places

16 the entire premise of the PEP at issue. We expect the program to be scrutinized in the Company's

17 next rate case to determine the appropriateness of providing incentive compensation above base

18 salaries to employees.

19 Supplemental Executive Retirement Plan

20 UNS Gas allows select executives to participate in a Supplemental Executive Retirement Plan

21 ("SERP"). The SERP provides to eligible executives retirement benefits in excess of the limits

22 allowed under Internal Revenue Service ("IRS") regulations for salaries in excess of specified

23 amounts. UNS contends that the SERP costs are reasonable and that neither Staff nor RUCO have

24 shown that the Company's overall executive compensation costs are excessive or out of line with

25 industry standards.

26 Staff and RUCO recommend disallowance of the SERP costs ($93,075), in accordance with

27 the Commission's Decision in the Southwest Gas case (Decision No. 68487, at 18-19). In that case,

28 we disallowed Southwest Gas's SERP costs, finding:

I

I

27 DECISION NO. 70011
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[T]he provision of additional compensation to Southwest Gas' highest
paid employees to remedy a perceived deficiency in retirement benefits
relative to the Company's other employees is not a reasonable expense
that should be recovered in rates. Without the SERP, the Company's
officers still enjoy the same retirement benefits available to any other
Southwest Gas employee and the attempt to make these executives
whole" in the sense of allowing a greater percentage of retirement

benefits does not meet the test of reasonableness. If die Company wishes
to provide additional retirement benefits above the level permitted by IRS
regulations applicable to all other employees it may do so at the expense
of its shareholders. (Id. at 19)

We disagree with the Company's argument that disallowance of the SERP costs effectively

allows the IRS to dictate what compensation costs should be recovered. As was clearly stated in the

passage cited above, the issue is not whether UNS may provide compensation to select executives in

excess of the retirement limits allowed by the IRS, but weedier ratepayers should be saddled with

costs of executive benefits that exceed the treatment allowed for all other employees. If the Company

chooses to do so, shareholders rather than ratepayers should be responsible for the retirement benefits

afforded only to those executives. We see no reason to depart from the rationale on this issue in the

most recent Southwest Gas rate case,' and we therefore adopt the recommendations of Staff and

RUCO and disallow the requested SERP costs

More disturbing than the Company's advocacy on the relative merits of the SERP is the

statement in its initial brief that "[h]ad UNS Gas been notified that SERP costs would not be allowed

it could have restructured its executive compensation package to take that into account. It would not

be fair to hold UNS Gas to this new, unexpected standard." (UNS Initial Brief at 28.) Implicit in the

Company's argument is the concept that "if we don't recover fully what we believe are our

reasonable costs in our preferred manner, we'Il simply shift those costs to another account to disguise

the costs and ultimately ensure recovery." The approach to rate recovery seemingly advocated by

UNS can serve only to increase the cynicism often expressed by ratepayers regarding the

reasonableness of a given utility company's proposed rates and, if allowed, would at its essence tum

the ratemaldng process into a veritable regulatory version of "Three-Card Monte." We trust that in

See also Arizona Public Service Co., Decision No. 69663, at 27 (June 28, 2007), wherein SERP costswere excluded in
their entirety

28 DECISION no. 70011
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1 future rate applications, Staff and RUCO will explore thoroughly the merits of individual expenses

2 sought by UNS, as well as other companies, to ensure that customers are paying rates that include

3 only the costs necessary to provide quality service.

4 Fleet Fuel Expense

5 UNS witness Dukes proposed that the Company's fleet fuel expense be established based on

6 an average gasoline cost of $2.48 per gallon (Ex. A-13 at 19). Mr. Dukes stated that the average iiuel

7 price used by UNS reflects the Company's actual costs and that lower cost recommendations made

8 by Staff and RUCO should be rejected. He testified that it is not surprising that UNS would have

9 slightly higher fuel costs than some other utilities because the UNS Gas service area is farther from

10 large metropolitan areas like Phoenix and Tucson and covers a larger number of square miles given

11 its more rural location (Ia'.). In response to a proposed disallowance made by Staff witness Ralph

12 Smith, Mr. Dukes reduced the Company's request by $12,657 (pre-tax) (Id. at 23-24).

13 In his surrebuttal testimony, Staff witness Smith agreed with Mr. Dukes' proposed reduction

14 to fleet fuel expense (Ex. S-27 at 39). Although Staff appears to have reconciled its recommendation

15 with the Company on this issue, UNS's brief continues to advocate rejection of Staff' s position (UNS

16 Initial Brief at 29-30). We assume that the Company failed to notice Mr. Smith's surrebuttal

17 testimony agreeing with Mr. Dukes' rebuttal testimony, and we believe that there is no remaining

18 dispute between UNS and Staff.

19 RUCO agrees that it is appropriate for UNS to annualize its Mel expense to reflect additional

20 employees included in its payroll annualization adjustment. However, RUCO witness Diaz Cortez

21 stated that because gasoline prices were abnormally high in early 2006, the Company's calculation

22 inflated the annualized level of fuel expenses (RUCO Ex. 5 at 14-15). Instead of the proposal to base

23 fuel expenses on an average of $2.48, RUCO recommends using $2.43 per gallon as the average cost

24 (Id. at Sched. MDC-3). In addition, RUCO claims that UNS understated the actual miles per gallon

25 (10.28 mpg) achieved by the UNS fleet (Id. at 15). On cross-examination, Mr. Dukes admitted that

26 the Company did not respond to the second part of RUCO's recommendation (i.e., the UNS fleet

27 miles per gallon) (Tr. at 241-42). Nor did UNS address the miles per gallon issue in its brief.

28
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EXHIBIT

PURbase

[Go to End of PURbase l46285]

96 MDPSC334

Re Baltimore Gas and Electric Company

Case No. 9036
Order No. 80460

Maryland Public Service Commission

December 21, 2005

APPLICATION by natural gas local distribution company (LDC) for authority to increase rates
by $52.7 million, granted as modified in the amount of $35.645 million, with an authorized rate
of return on equity of 11.0% and an overall return of 8.49%. The return on equity is calculated
based on the actual capital structure of the LDC's parent company, even though that structure
included no short-term debt. Two dissenting commissioners argue that the absence of a
lower-cost short-term debt component translates into a higher burden for ratepayers. They
therefore assert that the increase as granted is over $3 million more than can be justified.

1. EVIDENCE, § 11.1

[laID.] Burden of proof- Effect of challenges by party who did not materially participate in
hearings - Rejection of allegations of failure to meet burden - Local gas distribution company
rate case. p. 341.

Q PROCEDURE, § 16

[MD.] Evidence - Burden of proof-- Effect of challenges by party who did not materially
participate in hearings - Rejection of allegations of failure to meet burden - Local gas
distribution company rate case. p. 341 .

3. RATES, § 184

[MD.] Burden of proof .-- Effect of challenges by party who did not materially participate in
hearings - Rejection of allegations of failure to meet burden - Local gas distribution company
rate case. p. 341 .

2
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4. EVIDENCE, § 16

[MD.] Admissibility - Letter from party who did not participate in hearings - Treatment of
letter as tiling in lieu of brief - Denial of motion to strike letter - Local gas distribution
company rate case. p. 341.

5. PLEADING, § 1

[M]),] Letter from party who did not participate in hearings - Treatment of letter as filing in
lieu of brief- Denial of motion to strike letter - Local gas distribution company rate case. p.
341 •

6. RATES, § 120.1

[MD.] Test year - Most recent 12-month period for which actual operating data are known
_-- Local gas distribution company rate case. p. 342.

7. VALUATION, § 294
[MD.] Cash working capital - Inclusion of interest and preferred dividends

updated lead/lag sandy -.-- Local gas distribution company, p. 343 .
- Necessity of

8. VALUATION, § 224

[MD.] Property included in rate base - Construction work in progress (CWIP) -
Allowance for funds used during construction - Factors - Long-standing commission policy
- CWIP as providing protection against rate attrition - Local gas distribution company. p. 344.

9. VALUATION, § 235
[MD.] Property included in rate base - Jointly used property --. Apportionment of-

Combined electric and gas utility - Increase in allocation factor for natural gas-related property,
p. 345.

10. APPORTIONMENT, § 51

[MD.] Value or investment --- Jointly used property - Combined electric and gas utility -
Increase in allocation factor for natural gas-related property. p. 345 .

11. VALUATION, §231

[MD.] Property excluded from rate base - Merchandising property - Appliance sales and
repair services - Full and fontal separation from regulated operations as a factor - Local gas
distribution company. p. 346.

© Public Utilities Reports, Inc., 2006 2
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12. MERCHANDISING AND JOBBING, § 1

[MD.] Appliance sales and repairs - Effect of full and fontal separation from regulated
operations - Exclusion from rate base .-- Local gas distribution company. p. 346.

13. SERVICE, § 333

[MD.] Natural gas - Appliance sales and repairs -- Effect of full and formal separation
from regulated operations - Exclusion from rate base - Local gas distribution company. p.
346.

14. VALUATION, § 192

[MD.] Property included in rate base - Costs of early retirement program - Five-year
amortization period -.- Exclusion of 2000 program costs as fully amortized - But recognition of
unamortized 2002 program costs - Factors - Treatment as regulatory asset - Long-standing
commission policy --- Local gas distribution company. p. 348.

15. EXPENSES, § 49

[MD.] Employee pensions and welfare - Special early retirement program - As
appropriate cost containment measure - Three-year amortization period - Local gas
distribution company. p. 349.

16. EXPENSES, § 105

[MD.] Payroll expense - Bonuses and extra benefits - Incentive compensation program -
Full cost recovery in rates - Factors - Showing of associated overall ratepayer benefits -
Local gas distribution company. p. 350.

17. EXPENSES, § 118

[MD.] Uncollectibles - Rejection of proposed normalization adjustment - Factors -
Continued high gas commodity prices - Inclusion in gross-up conversion factor - Local gas
distribution company. p. 351 .

18. EXPENSES, § 104

[MD.] Payroll expense - Particular allowances - Executive travel expense - Full cost
recovery in rates - Sufficiency of documentation as a factor - Local gas distribution company.
p. 352.

19. RATES, § 197

[MD.] Unit for rate making ---- Separate utility departments .--
Interdepartmental sales - Purchases of gas for electric generation purposes

Gas and electric divisions ---
- Consumption of
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electricity at gas facilities --- Historical reliance on special interdepartmental rates
of currently tariffed rates instead. p. 353.

Adoption

20. COMMISSIONS, § 58

[MD.] Fees and assessments levied on utilities -.- To pay state for commission activities
Recognition of most recent assessment factor - Local gas distribution company. p, 354.

21, EXPENSES, § 114

[MD.] Income taxes - interest synchronization adjustment - Basis for calculation -
Actual interest paid rather than interest claimed on tax return - Local gas distribution company.
p. 355.

22. EXPENSES, § 22

[MD.] Accidents and damages .--- Environmental cleanup costs - Coal tar remediation work
- Affirmation of ten-year amortization period - Local gas distribution company. p. 355.

23. EXPENSES, § 70

[MD.] Depreciation - Necessity of updated depreciation study -.--
company. p. 355.

Local gas distribution

24. APPORTIONMENT, §43

[MD.] Expenses - Of associated companies - Regulated utility versus unregulated
affiliates - Cost allocation manual .--- Necessity of review - Factors - Industry restructuring
and corporate reorganization - Local gas distribution company. p. 356.

25. RETURN, §26.1

[MD.] Capital structure - Reliance on parent company's actual structure - Absence of
short-tenn debt component notwithstanding - Preference for actual rather than hypothetical
structures - Actual structures as promoting financial integrity and credit ratings -- Local gas
distribution company. p. 357.

26. RETURN, § 26.2

[MD.] Cost of debt --- Cost rate of 6.03% for long-term debt *T Cost of 7.02% for preference
stock - Local gas distribution company. p. 360.

27. RETURN, § 24

[MD.] Factors affecting reasonableness --- Legal standards --- Attraction of capital
Maintenance of credit rating and financial integrity. p. 360.
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28. RETURN, § 26.4
[MD.] Cost of equity - Proposed adder for flotation costs - Factors affecting rejection -

No plans for issuing additional common stock in the rate-effective period - Local gas
distribution company. p. 362.

29. RETURN, § 36

[MD.] Cost of equity - Proposed adder for superior management performance -
affecting rejection - No plan for penalty in case of inferior performance - Local gas
distribution company. p. 362.

Factors

30. RETURN, § 26.4
[MD.] Cost of equity - 11.0% authorized return on equity - Factors - Discounted cash

How calculations - Range of reasonableness - Upward trend in costs of borrowing - No
specific adjustment for effects of Rider 8 - Local gas distribution company. p. 363.

31. APPORTIONMENT, § 11
[MD.] Expenses Costs of distribution mains - Treatment as demand-related -

Allocation based on customer class-specific no coincident peak - Adoption of service line
allocator factor - Local gas distribution company. p. 366.

32. APPORTIONMENT, § 30

[MD.] Expenses - Local gas distribution company --- Costs of distribution mains -
Treatment as demand-related - Allocation based on customer class-specific no coincident peak
- Adoption of service line allocator factor. p. 366.

33. APPORTIONMENT, § 30
[MD.] Expenses - Local gas distribution company - Allocation of rate increase .-- As to

particular large industrial customer - Retention of existing allocation procedure - But
consideration of alternatives in next rate case -.-. To reflect cost causation differences between
high- and low-pressure mains. p. 367.

34. RATES, § 386

[MD.] Natural gas rate desigrl - Industrial customers .--- Allocation of rate increase to one
particular customer - Retention of existing allocation procedure - But consideration of
alternatives in next rate case --. To reflect cost causation differences between high- and
low-pressure mains - Local gas distribution company. p. 367
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35. EXPENSES, § 20

[MD.] Accidents and damages - Environmental cleanup costs - Treatment as
demand-related - Allocation among all customer classes - Local gas distribution company. p.
368.

36. APPORTIONMENT, § 10

[MD.] Expenses --.-. Demand-related costs -- Costs of environmental cleanup projects
Allocation among all customer classes - Local gas distribution company. p. 368.

37. APPORTIONMENT, § 30

[MD.] Expenses --- Local gas distribution company - Environmental cleanup costs
Treatment as demand-related - Allocation among all customer classes. p. 368.

38. APPORTIONMENT, § 30

[lV[D.] Expenses -.- Local gas distribution company - Allocation of rate increase -
Principles - Avoidance of rate shock -- Movement of all customer classes closer to system
average rate of return .--- Banding proposal based on a +/- 10% range. p. 368.

39. RATES, § 373

[lTD.] Naturalgas rate design - Allocation of rate increase -- Principles --- Avoidance of
rate shock --- Movement of all customer classes closer to system average rate of return -
Banding proposal based on a +/- 10% range - Local gas distribution company. p. 368.

40. APPORTIONMENT, § 12

[MD.] Expenses - Fixed costs and charges - Customer costs such as metering and billing
- Proportionate cost recovery - Increases in monthly customer charges - Local gas
distribution company. p. 369.

41. RATES, § 378

[ibID.] Natural gas rate design - Service charges - Customer charges - Increases in -
assure more proportionate recovery of fixed costs - Local gas distribution company. p. 369.

To

42. RATES, § 264

[MD.] Types of costs and charges -- Customer charges - Increases in - To assure more
proportionate recovery of fixed costs - Local gas distribution company. p. 369.

43. RATES, § 384
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[MD.] Natural gas rate design --- Interruptible service - Penalties for noncompliance with
interruption order ...-- Need for compliance enforcement - Local gas distribution company. p.
370.

44. SERVICE, § 339. 1

[MD.] Natural gas - Conservation of supply - lQnten'uptible service - Penalties for
noncompliance with interruption order .--- Need for compliance enforcement - Local gas
distribution company. p. 370.

45. FINES AND PENALTIES, § 10

[MD.] Penalties assessed by utility -- By local gas distribution company - For
noncompliance with service interruption order - Need for compliance enforcement. p. 370.

46. RATES, § 384

[MD.] Natural gas rate design - Special rider for gas air conditioning service -
of rider - Local gas distribution company. p. 371 .

Elimination

47. RATES, § 383

[MD.] Natural gas rate design - Service standards as a factor - Special charges for
upgraded gas line installations - To accommodate nonstandard-usage equipment - Local gas
distribution company. p. 372.

48. RATES, § 304

[MD.] Installation and connection costs - For upgraded gas line installations -~ To
accommodate nonstandard-usage equipment - Propriety of special charges -- Local gas
distribution company. p. 372.

49. RETURN, § 26.1

[MD.] Capital structure - Concerns about use of parent company's actual structure -
Absence of lower-cost short-tenn debt component - Reliance on money pool shared with
affiliates - Both as unfairly adding to ratepayer burden - Local gas distribution company -
Dissenting opinion. p. 375.

50. RETURN, §41

[MD.] Factors affecting reasonableness - Intercorporate relations - Concerns about use of
parent company's actual capital structure -- Absence of lower-cost short-term debt component -
Reliance on money pool shared with affiliates - Both as unfairly adding to ratepayer burden --.-.
Local gas distribution company - Dissenting opinion. p. 375.
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51. INTERCORPORATE RELATIONS, § 18.3

[MD.] Intercorporate arrangements - Contributions to affiliates - Via shared money pool
_.-. As one concern about use of parent company's actual capital structure --- Absence of
lower-cost short-tenn debt component as another - Both as unfairly adding to ratepayer burden
- Local gas distribution company - Dissenting opinion. p. 375.

52. RATES, § 129
[MD.] Factors affecting reasonableness .--- Capitalization - Concerns about use of parent

company's actual capital structure - Absence of lower-cost short-term debt component -.-
Reliance on money pool shared with affiliates - Both as unfairly adding to ratepayer burden -
Local gas distribution company - Dissenting opinion. p. 375.

APPEARANCES: Daniel P. Gahagan, Beverly A. Sikora, and Kevin D. Ryan, for Baltimore Gas
and Electric Company. David A. McCormick, for the United States Department of Defense and
Federal Executive Agencies. Michael C. Powell and Todd R. Chason, for the Maryland Industrial
Group and United States Gypsum Company. Gary R. Alexander and Chattel R. Ornstein, for the
Maryland Alliance for Fair Competition and Blue Dot Services of Maryland. Nancy A. White
and Robert I. White, for ISM Sparrows Point,.LLC., Telemac N. Chryssikos, for Washington Gas
Energy Services, Inc., Brian R. Greene, for Amerada Hess Corporation. Theresa V. Czarski,
Cynthia Green-Warren, and Stacey E. Andersen, for the Maryland Office of People's Counsel.
Michael A. Dean, Janice M. Flynn, Annette B. Garofalo, and Todd E. Givens, for the Staff of the
Public Service Commission of Maryland.

BY THE COMMISSION:

L INTRODUCTION AND TEST YEAR

On April 29, 2005, Baltimore Gas and Electric Company ("BGE" or "Company") filed an
application to increase its base rates for gas service by $52.7 million annually, representing an
increase of approximately 4.7 percent in gas distribution rates. The application was based on a
test year ending July 31, 2005, and thus comprised eight months of actual data and four months
of projected data. During the course of the proceeding, the Company provided actual results for
all 12 months of its test year. .

In the application, the Company notes that it last tiled for revisions to its gas base rates in
1999. The Commission docketed that filing as Case No. 8829, and set rates for the Company in

Order No. 76260, issued on June 19, 2000. 1 (1)

The Company further states that since the issuance of Order No. 76260, its costs have
increased substantially due to inflation and to numerous changes in the business environment in
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general and the energy industry in particular. Furthermore, BGE asserts that it has made
significant capital investments and examined and altered its business practices in order to
improve service and operating efficiencies. Thus, the Company contends that its present gas base
rates are no longer just and reasonable and do not yield a reasonable return. Accordingly, the
Company filed for the rate increase, and included pre-filed testimony and exhibits of various
witnesses in support of the application.

By Order No. 79955, issued on May 4, 2005, the Commission suspended the proposed rates
for a period of not more than 150 days from the proposed effective date of May 31 , 2005 and
instituted proceedings as to the justness and reasonableness of the proposed rates. A pre-hearing
conference in this matter was held on June 9, 2005, notice of which was published in newspaper
advertisements throughout the service area of the Company.

At the pre-hearing conference, intervention of various parties was granted and argument was
heard on a Motion to Dismiss ("Motion") the rate application. Filed by the Maryland Alliance for
Fair Competition and Blue Dot Services of Maryland (collectively "the Alliance"), the Motion
sought dismissal of the application for the alleged failure to comply with § 4-208 of the Public
Utility Companies ("PUC") Article, Md Ann. Code. 2 (2) By Order No. 80072, issued on June
24, 2005, the Commission determined that a November 2001 Arthur Andersen independent audit
opinion that had been submitted by the Company with the application was, in fact, too dated to
satisfy the requirements of the statute. Therefore, the Commission held the rate case application
in abeyance, while granting BGE leave to perfect its application by filing a new independent
audit opinion on the Company's Cost Allocation Manual ("CAM") pursuant to the statutory

requirement. 3 (3)

On June 24, 2005, BGE filed a copy of a report from the independent audit firm Ernst &
Young, LLP regarding BGE's CAM for the 2004 calendar year. The Commission then issued
Order No. 80076 on June 27, 2005, suspending the proposed rates for a period of not more than

150 days from the June 24, 2005 date of the perfected tiling. 4 (4)

Hearings in this matter were held on September 26-30, 2005, in Baltimore, Maryland. In
addition, evening hearings for the purpose of receiving public comment were held on October 5
in Baltimore City, October 6 in Baltimore County, October 17 in Anne Arundel County, and
October 18 in Harford County. Notice of all hearings, both the evidentiary and the evening
hearings, was published in a newspaper of general circulation throughout the service area of the
Company.

During the course of the hearings, BGE presented eight witnesses in support of its
application for a rate increase. Kenneth W, DeFontes, Jr., President and Chief Executive Officer
of BGE (as well as Senior Vice President of BGE's parent company, Constellation Energy Group,
Inc. ("CEG")), presented overview testimony in support of the Company's rate application,
stating the increase is designed to provide hull recovery of expenses and a fair return to the
Company which has not had a rate increase for approximately six years. E. Follin Smith, Chief
Financial Officer and Chief Administrative Officer of CEG and Chief Financial Officer and a
member of the Board of Directors of BGE, testified with respect to the relationship between BGE
and CEG and the requirements of the investment community.

© Public Utilities Reports, Inc., 2006 9



PURchase

Jonathan Weinstein, a principal in Towers Perrin's Compensation Practice, a management
and human resources consulting firm, testified in regard to the compensation practices of the
Company, including the incentive compensation program for which the Company seeks recovery
in this proceeding. Anne A. Hahn, Controller and Manager of the Finance and Accounting
Department for BGE, and Robert G. Castagnera, Director of Accounting in the Company's
Finance and Accounting Department, presented testimony with respect to the Company's
financial data and raternaking adjustments proposed in this proceeding.

William E. Avera, principal in Financial Concepts and Applications, Inc., an economic
consultant retained by the Company in this proceeding, and Steven M. Fetter, President of
REGULATION UnFETTERED, an energy advisory firm, provided testimony with regard to the
appropriate rate of return and credit rating agencies' perspectives as to fair and economically
prudent regulation. Finally, Laurie H. Duhan, Director of Gas Pricing and Tariffs in the
Company's Pricing and Regulatory Services Department, presented the Company's gas cost of
service study, rate design and tariff modification proposals.

The Office of People's Counsel ("OPC") presented four consultant witnesses in this
proceeding, its final position is that the Commission should limit any rate increase for the
Company to $l9,805,000. David J. Saffron, consultant for OPC, presented proposed rate base and
operating income adjustments. Ralph E. Miller, an economic consultant, testified with respect to
matters of regulatory policy and benefits to the parent company, CEG, of BGE ownership.
Charles W. King, President of the consulting Finn Snavely King Majoros O'Connor 8; Lce, Inc.,
presented OPC's cost of capital recommendations, while Paul L. Chernick, President of Resource
Insight, Inc., presented proposed cost allocation and rate design proposals.

The Commission Staff presented five witnesses in this proceeding, concluding that the
Commission should grant a rate increase of $24,571,000 Kenneth J. Lee, Staff Public Utility
Auditor with the Accounting Investigations Division, presented proposed rate base and operating
income adjustments. Gloria Prettiman and R. Andrew Lawson, both Staff Regulatory Economists
in the Commission's Rate Research and Economics Division, presented testimony with respect to
the Company's cost of service study and rate design, respectively. Darius T. Bailey, also a Staff
Regulatory Economist, presented testimony with respect to supporting various
Company-proposed tariff changes. Phillip E. VanderHeyden, Staff Regulatory Economist,
testified with respect to the appropriate rate of return and capital structure.

The United States Department of Defense ("DOD"), which intervened on behalf of DOD as
well as other Federal Executive Agencies, presented Thomas J. Prisco, Staff Accountant and
Financial Advisor with the Department of the Army, as a witness with regard to specific
accounting, return and rate design issues. In its final position, DOD concludes that the need for a
rate increase of 314,738,000 has been demonstrated.

The Maryland Industrial Group and United States Gypsum Company ("MIG") presented three
witnesses from its member companies: Gene Q. Eng, Environmental Manager for American
Sugar Refining, Inc., and also Chairman of MIG, John Dippold, President of Locke Insulators,
Inc., and John Hunter, Purchasing Manager-Eastern Region for W.R. Grace and Company. These
witnesses testified with regard to intenuptible service and interruptible testing. MIG also
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presented Richard A. Baudino, Director of Consulting with the inn of Kennedy and Associates,
with respect to cost of service and rate design issues. Mr. Baudino also commented on selected

issues of operating income and return on equity. 5 (5)

Nicholas Phillips, Jr., a principal with Brubaker & Associates, Inc., economic and regulatory
consultants, testified on behalf of intervenor ISM Sparrows Point, LLC ("ISM") with regard to

setting rates for ISM based upon the specific utility plant serving that Company. 6 (6)

The three remaining parties that were granted intervention status in this proceeding
- Washington Gas Energy Services, Inc. ("WGES"), Amerada Hess Corporation, and the
Alliance - did not participate in the evidentiary hearings in this proceeding and Sponsored nm

witnesses. 7 (7) On October 28, 2005, however, the Alliance filed a post-hearing letter asking the
Commission to deny the BGE rate petition. The Alliance claims that the Company did not meet
its burden of proof because no witness from the independent auditor testified in this proceeding
with respect to the CAM review.

As noted above, evening hearings for the purpose of receiving public comment were held on
four separate nights at various locations throughout the Company's service territory. At these
hearings, no members of the public attended or commented upon the Company's proposed rate
increase.

Following the hearings, 8 (8) initial briefs were required to be filed by October 28, 2005, with
reply briefs due November 16, 2005. All of the testimony and other evidence on the record, as
well as the arguments of the parties included on brief; have been carefully reviewed and
considered by the Commission in rendering a decision in this matter.

A. Preliminary Matter - Motion to Strike

Prior to our consideration of the merits of the rate application, we consider BGE's Motion to
Strike the Alliance's letter of October 28, 2005. As noted above, the Alliance opines that the rate
application should be denied on burden of proof grounds because the Company presented no
representative from the independent auditor on the results of the CAM audit. In its November 16,
2005 Motion to Strike, BGE argues that the Alliance letter is an improper and untimely attack on
the Commission's earlier decisions in this proceeding that determined the Alliance may subpoena
the independent auditor to testify at the hearing, but at its own expense (Order Nos. 80208 and
80259). BGE also notes the Alliance did not subpoena the auditor, has failed to make any effort
to develop the evidentiary record, and did not participate in the hearings in any meaningful way,

The Alliance filed a response opposing the Motion to Strike, noting that it did not participate
in the hearings because it had no interest in incurring what would be to it a significant expense.
The Alliance also said that cross-examining a BGE employee about a CAM audit not produced
by the employee would be a waste of time.

[1-5] The Commission agrees with BGE's assessment that the Alliance failed to participate in
any meaningful way in the hearings in this matter, producing no witnesses and engaging in no
cross-examination of other parties' witnesses during the hearings. Furthermore, the record does
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not disclose any meaningful discovery by the Alliance regarding the CAM audit report. All
parties were given full and fair opportunity to investigate issues they believe are relevant to this
proceeding, including the independent audit report, and yet the record is totally devoid of any
party raising any issues concerning the CAM report. The Alliance was given the explicit
opportunity to subpoena the auditor for the hearing, but at its own expense in conformance with
the Maryland Rules. It did not choose to do so. Nor did it submit data requests or conduct other
discovery of the auditor,

We find no merit to the Alliance's argument that the Company has failed to meet its burden
of proof. The Company and other parties presented extensive testimony and other evidence
regarding the appropriate rates that should be set in this proceeding. That evidence covers
revenue requirement, cost allocation and rate design issues, the components of the ratemaking
process. The Company's application and evidentiary presentation, its updated cost allocation
audit opinion, and the evidence and arguments of the other parties, comprise an extensive and
full record on which the Commission has based its decisions herein. Rather, the Commission
finds no merit in the arguments of the Alliance, as the Alliance failed to pursue the opportunity to
examine the auditor and presented no evidence whatsoever raising any creditable issues
concerning the Company's CAM.

However, neither that finding nor the Company's Motion provides a reason to strike the
Alliance's letter. The Commission considers the letter to be the Alliance's final argument in this
case, apparently filed in lieu of a brief. As such, the Commission allows it as part of the record in
this proceeding.

8. Test Year

As to the merits of this case, the Company initially proposed a base rate increase of $52.7
million in the filed application, representing an approximate 4.7 percent rate increase that would
increase a typical residential gas heating bill by approximately $4.00. During the course of the
proceeding, the Company has modified its rate proposal based on updated actual results and
positions of other parties. The other parties that have made a full review of the Company's
proposal also conclude an increase is warranted: DOD recommends an increase of $l4,738,000,
OPC suggests an increase of $l9,805,000, and Staff proposes an increase of $24,571,000

[6] In making their recommendations, all parties utilized the 12 months ending July 3 l, 2005
as the test period in this proceeding, which represents the most recent period for which actual
results were submitted for review during the course of the hearings in this case. Accordingly, the
Commission accepts the 12-month period ending July 3 l, 2005 as the test year.

For the test year, the parties proposed many adjustments to which they agree are appropriate
in setting the rates to be established in this proceeding. The Commission now moves to
discussions of the issues for which the parties are not in agreement

II. RATE BASE
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All parties who have testified and presented recommendations with respect to the rate base
for the Company agree with the per book unadjusted rate base of $793,665,000 Certain
adjustments were accepted by all parties and are not contested, while others produced differences
of opinion, as discussed below.

A. Cash Working Capital

Cash working capital ("CWC") is the component of rate base that represents the amount of
cash a obtain from its investors in order to provide necessary fids for operation of the
business on a day-to-day basis. Based upon a lead/lag study, which examines in great detail the
Company's payment of expenses and cash in-flow, a return is provided upon revenue lags that
exceed expense lags. This is because investor funds must be utilized until the Company is
reimbursed through revenues received.

In this case, the Company seeks a change from prior Commission policy, proposing to
exclude from the CWC calculation the impact of interest payments on long-term debt and
preferred stock dividends. BGE witness Castagnera states that years ago, the Commission
recognized that Hinds collected to pay interest and preferred stock dividends are the property of
investors. He notes, however, that the Commission changed that policy in the early 1980's and
required Maryland utilities to include such elements in the determination of the cash working
capital. However, Mr. Castagnera contends that the timing of such payments to investors does
not alter the fact that these elements are the property of investors and the Commission is in effect
penalizing investors because of the timing difference between earning and using that portion of
operating income. Therefore, he excludes the lag for interest and preferred dividends from his
CWC calculation.

Both OPC witness Saffron and Staff witness Lee oppose BGE's exclusion of interest and
preferred stock dividends from the CWC calculation, noting such proposal is contrary to recent
Commission practice. Accordingly, they each recommend including in the CWC calculation the
lag associated with preferred dividends and interest expense, which adjustment decreases CWC
by $2.7 million. Mr. Effron notes that payment of interest on long-term debt is made
semi-annually in arrears, and indicates it is therefore implicitly taken into account in the interest
rate on such long-tenn debt. Furthermore, he notes the beneficiaries of BGE's proposed change to
exclude such payments would be the common equity investors rather than investors in long-term
and preferred stock, and therefore the Company's proposal would amount to a windfall to
common shareholders. Mr. Effron further notes that while the issue with regard to preferred
dividends has only a small effect, long-tenn debt is a significant component of the capital
structure for which the lag in payment of interest is significantly greater than the revenue lag. Mr.
Effron, as well as Mr. Lee, recommends continuation of including the lag for payment of interest
as well as preferred stock dividends in calculating cash working capital consistent with the
practice over the past 20 years.

[7] Upon review of the parties' positions, the Commission declines to exclude interest and
preferred dividends from the CWC calculation. The Commission policy for more than twenty
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years has included these elements, as such payments are not in fact the property of investors until
paid to them. We see no reason to change this practice. We agree with Mr. Effron's observation
that the payment date implicitly accounts for the interest rate of debt instruments, and any change
at this time would result in a windfall to the detriment of ratepayers. Therefore, we will retain
interest and preferred stock dividends in the CWC calculation in accordance with our
long-standing policy, and will decrease CWC by $2,744,000

Mr. Lee also notes that while Staff has accepted BGE's lead/lag study, with the exception of
the Company's proposed change with respect to preferred dividends and interest expense
discussed above, the Company's study is based upon 2002 data. Mr. Lee states that the use of
such data ignores the growth and utilization of electronic payment methods by customers, which
he believes most likely understates the revenue lag. He further notes the revenue study caps
revenue lags at 120 days, although the Company does not deem accounts uncollectible until 210
days have elapsed, thereby understating a portion of revenue lag. While Mr. Lee has accepted the
Company's lead/lag study, he recommends the Commission direct BGE to provide a more
up-to-date study for use in its next rate filing.

Company witness Castagnera does not disagree with the recommendation of Mr. Lee for use
of an updated lead/lag study for cash working capital. However, he notes such studies are
expensive and time consuming. On brief, BGE indicates a willingness to update the lead/lag
study, including updates related to electronic payment advances, but does not support the
necessity of a. complete new study.

The changes that have occurred since the 2002 lead/lag study, such as increased use of
electronic means of payment, support an update of that study in the next rate proceeding.
Accordingly, the Commission directs the Company to perform an updated lead/lag study to better
reflect changes in billings and payments that have occurred in recent years, with the updated
results available for use and review in the next rate case.

B. Construction Work In Progress

Pursuant to long-standing Commission policy, the Company has included in rate base
construction work in progress ("CWIP") with a corresponding offset to operating revenues as an
allowance for the funds used during construction ("AFUDC"). Staff witness Lee proposes an
adjustment to exclude CWIP from rate base as well as AFUDC from operating income, arguing
that the property is not used or useful in providing service and should therefore be excluded. Mr.
Lee recognizes that this proposal departs from prior Commission practice, but contends such an
exclusion is appropriate based upon the "used and useful" principle, as the property is not yet
used and useful in providing service to customers. On Brief, Staff acknowledges that its proposal
represents reversal of Commission precedent, but indicates it considers this case an appropriate
opportunity to review CWIP/AFUDC policy. Mr. Lee's adjustment would reduce rate base by
approximately $14 million, and reduce net income by slightly under $600,000.

[8] No other party has indicated support for Staffs proposal to change the Commlsslon's past
practice and now exclude both CWIP from rate base and also AFUDC. Similar to our resolution
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to retain interest and preferred dividends in the CWC calculation in conformance with
long-standing practice, we see no reason to change our general policy with respect to inclusion of
CWIP with an AFUDC offset. While Staff notes it considers this case an opportunity to review
the Commission's practices, we are not persuaded that any change is necessary or desirable at this
time.

The inclusion of CWIP in rate base provides protection to utilities from rate attrition that
would inevitably follow if construction is never reflected in rate base, which is the effect of the
Staff proposal. It also could have an adverse effect on a company's decision to proceed with a
new capital project. Furthermore, when paired with the inclusion of the AFUDC income
adjustment, the adjustment ensures equitable treatment to the Company and to current and future
ratepayers. While this treatment might require revision in a period of acute financial
circumstances, present financial conditions, such as interest rates, inflation rates, and
construction requirements, do not warrant a change. Rather, the Commission's long-standing
CWIP/AFUDC policy has worked well in helping protect companies against rate obsolescence,
while promoting rate stability for customers by the inclusion of certain construction prob ects
which reduce the need for construction-driven rate proceedings. It also promotes equity between
current and future customers as the AFUDC offset reduces the rate impact. Therefore, we decline
the Staff proposal to change our long-standing policy to include CWIP in the rate base with an
AFUDC offset.

C. Allocation of Common Costs

As a combination electric and gas company, BGE must allocate certain common costs
between the two operations for both cost of service and rate base purposes. The Company has
updated its allocation of common costs between its electric and gas operations for the test period.
Full application of BGE's long-standing allocation formula would have allocated approximately
30 percent of such common costs to gas operations. However, since electric deregulation, the
Company has utilized a phased-in approach of the formula that results in a 25.5 percent
allocation of common costs to the gas business in this case. Utilization of the prior formula
would result, in comparison, in an allocation of 21 .3 percent to gas operations .

According to the Company, this phase-in approach is intended to more gradually reflect
actual costs of gas operations that would otherwise be higher due to the spin-off of electric
generation-related activities to deregulated affiliates following enactment of Maryland's electric

restructuring statute. 9 (9) In accordance with this phase-in approach, the Company includes a
rate base adjustment reflecting the 2005 25.5 percent allocation rate, which increases rate base by
approximately $3.5 million, while also reflecting a companion operating income adjustment of
$2.2 million. Both Staff and People's Counsel accept BGE's adjustment, effectively recognizing
an increase in the allocation to gas operations from 21 .3 percent to 25.5 percent, but still below
the 30 percent allocation factor that represents the full allocation of common costs since electric
deregulation.

In contrast to Staffs and People's Counsel's acceptance of the updated allocation factor, DOD
opposes the increase in the adjustment, alleging it amounts to a windfall to the Company. In this
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regard, DOD witness Prisco contends the Company will enjoy a "double recovery" windfall by
including the common utility plant in both the gas operations and the electric operations portion
of the rate base, as there is no corresponding change in electric rates reflecting the revision to the
allocation factor. He therefore opposes the updated allocation and recommends elimination of the
increased allocation, thereby retaining the existing 21 .3 percent allocation factor.

In response to Mr. Prisco's opposition to the updated allocation factor to the gas service
business, BGE witness Castagnera stresses the Company has consistently used the same
allocation fionnula to determine the appropriate apportionment factor of common utility costs

since 1984. 10 (10) Furthermore, the Company's detailed apportionment calculations have
consistently demonstrated that the gas business should be assigned approximately 30 percent of
common costs since the July l, 2000 transformation of the Company resulting from electric
deregulation, according to the witness. He states he has iiurther analyzed the Company's common
expenses, and concludes the Company's current electric transmission and delivery rates combined
with the Company's proposed allocation of expenses to gas for the test period recover only

approximately 65 percent of the total common expenses in the period, 11 (1 1) so that the
Company is not double recovering common expenses. Mr. Castagnera and Mr. DeFontes
conclude that DOD's proposed disallowance effectively penalizes the Company for being a
combination utility, since combination utilities (providing both gas and electric) or utilities that
operate in multiple jurisdictions must allocate common costs, and will not always have
simultaneous rate reviews.

[9, 10] Upon consideration of the record, the Commission accepts the Company's proposed
adjustment to increase the allocation factor from 21.3 percent to 25.5 percent. The record is clear
that the percentage of common plant related to gas has increased since electric restructuring, and
there is no real dispute that the full allocation at this time would actually exceed the Company's
proposed 25.5 percent allocation factor to gas operations. DOD is the only parly opposing the
increase to the existing allocation factor, claiming it would result in an improper double recovery
as no corresponding change has been made to the electric operations. However, as the record
shows the Company in fact remains in a significant under-recovery position for common costs,
even with the proposed allocation factor, the Commission finds no merit to DOD's allegation of
double recovery. The Commission therefore accepts the Company's adjustment to both rate base
($3.5 million) and operating income ($2.2 million) to reflect the gradual implementation of the
increased allocation factor until the phase-in is complete.

D. Home Products andServices Operations

BGE proposes in this case to fully separate all aspects of its Home Products and Services

("HPS") subsidiary from BGE-regulated operations, including exclusion of all HPS assets and

revenues from the rates to be set in this proceeding. Company witness Hahn testified to the

history and current status of HPS. HPS, among other offerings, services appliances, but no longer

provides gas safety functions as it did in the past, as gas safety work is now charged solely to

BGE. Ms. Hahn states that this reorganization, which occurred in 1995, accomplished the

separation of regulated and non-regulated operations. She notes further that HPS has
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discontinued utilizing BGE's customer call center and phone number, and BGE's interactive
voice response system no longer provides callers an option to be transferred directly to HPS or
receive HPS telephone numbers. HPS maintains its own books of account, invoice processing
and cash disbursements, while HPS continues to utilize BGE's bill. However, there are 12 gas
retail suppliers and ll electric retail suppliers also using BGE's billing services at this time. Ms.
Hahn states that the minimal level of services currently provided by BGE to HPS are charged
utilizing the Tully distributed cost methodology described in the Company's Cost Allocation and
Transfer Pricing Manual, which assures there is no cost subsidization between BGE's operations
and HPS' operations. Accordingly, BGE proposes its adjustments to fully separate the revenues
and expenses associated with the appliance work performed by HPS from BGE's operations for
ratemaking purposes. This adjustment represents a change from the prior rate case in which a
contribution from HPS, both assets and revenues, was allocated to the regulated operations.

In contrast to BGE's proposed separation of HPS revenues and expenses from the regulated
operations, OPC, through witness Effron, proposes continuing the inclusion of assets related to
HPS in the rate base ($4.5 million) with a 50/50 split of profits from HPS contributed to the
regulated operations ($408,000 operating income adjustment). This treatment continues the
contribution found by the Commission in prior cases, specifically retaining the same 50 percent
inclusion of investment in rate base and 50 percent inclusion of profits as directed in the
preceding rate case, Case No. 8829. Mr. Effron notes that HPS is still an affiliate of BGE, and
states it must be assumed that HPS benefits Hom such affiliation. He therefore concludes it
would not be unreasonable to continue the prior Commission treatment for rate-making purposes,
resulting in both a rate base adjustment for HPS assets and operating income adjustment for HPS
profits.

Staff does not make the adjustment recommended by People's Counsel to include a
contribution from HPS to BGE-regulated operations, as Staff accepts BGE's separation of HPS
assets and profits. In this regard, Staff witness Lee notes that the prior Commission treatment was
based upon the Commission's concerns regarding benefits to HPS of the affiliation with BGE,
and possible cross-subsidization. Mr. Lee states that if there are in fact benefits to HPS arising
from its association with BGE, or there is in fact any subsidy, the Commission should construct a
better pricing mechanism, including possible revision of the Cost Allocation Manual.

[11-13] Upon consideration of the record, the Commission accepts the full separation of HPS
assets and profits from BGE's regulated operations, as the record shows that the Company has
complied with fully distributed cost principles pursuant to the Cost Allocation Manual, so that no
subsidy has been demonstrated. In this regard, it is clear that the findings in the prior rate reviews
were based upon the record in those cases, which showed interaction and support between HPS
and BGE to the extent that an allocation of assets and revenues was necessary and appropriate to
avoid any improper subsidization of the HPS activities by the regulated utility operations.
However, the record in this proceeding reflects that HPS has now been sufficiently separated
from BGE, and that its remaining use of the BGE billing system is no different than many other
companies' and for which HPS pays full costs.

The record in this case also indicates the separation has been accomplished pursuant to the
Cost Allocation Manual, and no party has presented any evidence regarding deficiencies in the
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separation of the Company's operations to justify continuation of a contribution from HPS profits
to BGE's regulated operations. OPC's argument to continue the contribution is not based on any
showing of cross-subsidization or failures to adhere to proper CAM principles, but essentially is
a request to continue the split of profits from prior cases on the theory that HPS must receive
benefits from the association. However, the prior cases showed clear commingling of services
and resources, such as joint service calls and preferences in the BGE phone system accruing to
HPS. These factors are no longer present, and therefore the record shows the operations of HPS
are now sufficiently distinct and separated making further automatic sharing of assets or profits
unwarranted at this time. The Commission therefore accepts the Company's proposed treatment
to tally separate HPS operations from BGE's regulated operations, in both rate base and
operating income.

E. Voluntary Special Early Retirement Program

In prior years, the Company has engaged in early retirement programs, including a 2000
Retirement Program and a 2002 Voluntary Special Early Retirement Program ("VSERP"). The
cost of such programs, which provide inducements to encourage employees to retire and
therefore result in subsequent cost savings to the Company by the reductions in force, have been
amortized over a five-year period, with the unamortized balances included in rate base. The 2000
early retirement program has been fully collected and completed by the Company prior to the
rate-effective period. Upon the review by various parties in this proceeding, the Company agrees
to eliminate such costs from this proceeding. However, for the 2002 VSERP, the Company
includes the unamortized balance in rate base while proposing collection of the amounts through
a five-year amortization period pursuant to prior Commission practice recognizing such costs in
past rate cases. OPC and Staff are in agreement with the Company's final position with respect to
rate base treatment as the Company modified its initial treatment through a $7.9 million
reduction to rate base by including the associated liabilities and deferred income taxes related to
the VSERP. However, OPC and Staff, while now agreeing with the Company's final rate base
treatment of VSERP, do not agree with the Company's treatment as to operating income, as
discussed later in this Order.

Although Staff and People's Counsel agree with the Company's final rate base treatment for
early retirement program costs, DOD and MIG disagree with the Company's treatment on both
rate base and operating income. These parties seek to exclude the unamortized costs in rate base
of the 2000 early retirement program (to which the Company has agreed, as noted above).
However, they also seek full exclusion of the 2002 unamortized balance in rate base as such costs
were incurred in an historic period prior to the test year. In addition, MIG witness Baudino states
the Company has in fact been compensated for such costs through lower operating costs and
increased productivity over the last two years, and therefore no economic harm has occurred to
the Company or its shareholders.

Furthermore, Mr. Baudino notes that the Company's five-year amortization period ends in
2007, and that the rates set in this proceeding will be effective in 2006 and possibly beyond the
amortization period's expiration in 2007. Allowing rate base treatment of the currently
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unamortized portion of VSERP, he contends, could result in ratepayers supporting increased
expenses and rate base well beyond 2007 (until the Company files its next rate case).

DOD argues the Company booked the 2002 VSERP as a regulatory asset without prior
authorization from the Commission, which Mr. Prisco considers to violate proper regulatory
procedures. As the Commission did not explicitly provide such advance authorization, he also
considers the Company's treatment to constitute retroactive ratemaking. Mr. Prisco further notes
the cost of the 2002 VSERP is substantially more expensive than the prior 2000 early retirement
program, as the 2000 program affected 30 gas employees for a total cost of approximately 183
million, while the 2002 VSERP affected 108 employees at a cost of nearly $31 million. He states
that no opportunity was provided to review the proposed expenditure to ensure that it was
justified. He acknowledges that BGE's effort will eventually reduce labor costs embedded in
rates, but contends disallowance of such costs will not harm the Company as it has reaped
benefits of payroll savings for the past three years.

In rebuttal to the proposed exclusion of the 2002 VSERP from rate base, Company witness
Hahn states that while the Company has benefited from the absence of labor costs, it is
undeniable that customers also benefit from lower labor costs. She observes that this and other
cost containment efforts contributed to the Company's ability to avoid seeking rate relief,
including avoidance of a gas base rate increase for almost six years. Furthermore, she notes that
the Commission has consistently included early retirement costs, which are initially funded by
investor capital, as regulatory assets in rate base amused a five-year amortization period for

such costs, allowing full recovery as the reduction in labor costs benefits both customers and the

Company. 12 (12)

Ms. Hahn further disputes the contention that prior Commission approval was required to
establish the VSERP costs as a deferred regulatory asset, noting there is in fact no such
requirement and that accounting rules permit the establishment of a regulatory asset if the

Company can show that cost recovery is likely in a future proceeding. 13 (13) She states that the
Company relied on the Commission's strong history of utilizing a regulatory asset for recovery of
such early retirement program costs in establishing the regulatory asset. Ms. Hahn further
contends that disallowing VSERP costs that enable cost savings would be bad public policy and
hind mentally unfair, in addition to contradicting prior Commission precedent on this issue.
Finally, she notes that the argument that the rates would continue beyond 2007 while the VSERP
would end that year is speculative in that it singles out one future potential cost decrease in an era
of rising costs, and is therefore unreasonable and inconsistent with establishment of just and
reasonable rates.

[14] The Commission notes the Company's final position eliminates the 2000 early retirement
from rate base, and therefore only the 2002 retirement program remains in dispute. Furthermore,
Staff and OPC agree with the Company's final rate base treatment of the 2002 program costs,
which includes associated liabilities of the VSERP. In contrast, DOD and MIG contest the rate
base effect as discussed above.

Upon consideration of the evidence and arguments of the parties, the Commission accepts the
Company's rate base treatment, and rejects the contention that the costs of such retirement
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programs have already been fully recovered or should be rejected as unauthorized retroactive
ratemaking. As cited by the Company, there is a long history of recovery of such early retirement
costs previously authorized by the Commission. Such programs have been encouraged as
necessary and proper methods of reducing payroll expenses, ultimately benefiting ratepayers by
such savings. The Commission sees no reason to depart from its prior treatment, and therefore
allows full reflection of and recovery 011 the unamortized balance of the 2002 VSERP costs in
rate base. The Commission discusses the companion operating income adjustment of the
appropriate amortization period for the remainder of the VSERP costs in the Uperating Income
section of this Order.

F. Capital Structure Adjustment to Rate Base

Staff witness Lee proposes a hypothetical accounting adjustment to impute short-tenn debt in
the capital structure. This hypothetical adjustment is rejected by the Commission. While the
proposed adjustment is to the rate base, it is advanced by the witness for capital structure
purposes. Therefore, the Commission discusses the adjustment in the capital structure section of
this Order.

G. Rate Base Conclusion

Upon consideration of the record in this proceeding, the Commission finds that the fair value
of Baltimore Gas and Electric Company's property used and useful in providing gas service to the
public is $7911907,000, as calculated on Appendix I attached hereto and incorporated herein by
reference.

HL OPERA TING INCOME

A. VSERP

In addition to the proposed exclusion from rate base of the 2002 Voluntary Special Early
Retirement Program costs, discussed above, DOD and MIG seek exclusion of the VSERP
expenses from operating income as well. Staff and OPC, who have accepted the Company's
proposed rate base treatment of the 2002 VSERP, dispute the Company's expense treatment of
these costs.

Staff witness Lee proposes an adjustment to remove early retirement program expenses from
the Company's revenue requirements as he believes such costs have been recovered through rates
in prior years and cost savings that pay back the program costs by September 2005. In this regard,
while he recognizes prior cases have utilized a five-year amortization period as a reasonable
period for early retirement program costs, he believes the record in this case differs from prior
cases. That is, Mr. Lee asserts that including other benefits, such as overhead costs that are also
reduced by the reduction in labor, results in a three-year payback period, which he considers to be
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the appropriate, and now-concluded, amortization period in this instance.

DOD and MIG continue their position advocating no inclusion for VSERP expenses, as noted
above with respect to the VSERP issue in rate base. Their opposition is based in large part upon
cost savings realized by the retirement programs and upon rates set in this case potentially lasting
beyond the amortization period of the VSERP expenses, thereby continuing the expense in rates
beyond the recovery of the expense.

OPC witness Effron recommends the recovery of the unamortized expense existing at the
commencement of the rate-effective period over a three-year period, resulting in a reduction in
VSERP expenses in the cost of service from the Company's proposal. Specifically, Mr. Effron's
adjustment reduces expenses by $2.4 million, while the exclusion recommended by Staff and the
other two parties results in a $3.9 million adjustment compared to the Company's position.

Ms. Hahn continues her opposition to changing the Commission precedent of utilizing a
five-year amortization period for recovery of early retirement program costs, noting that revised
amortization periods are speculative when based in part upon predictions of future base rate
proceedings. BGE witness DeFontes also expresses surprise at the other parties'
recommendations to disallow some or all of its amortization of the VSERP expense. He states
such a disallowance would be a complete reversal of numerous prior Commission decisions,
which reversal would call into question issues of regulatory risk relating to investment in utilities
as it is important for utilities to rely upon Commission precedent when making decisions.
Therefore, if the Commission wishes to make changes to long-standing practices such as this
one, he states it is only fair that the Commission give notice and apply such changes
prospectively rather than retroactively. This would allow opportunity for utilities and others to
participate in the process of making such changes. He further notes the Commission has
previously granted full recovery for early retirement expenses as advocated by the Company,
because customers benefit from the overall cost savings. Mr. DeFontes concludes it would be bad
public policy and fundamentally unfair for the Commission to incorporate the full benefits of a
labor cost reduction in base rates while simultaneously disallowing full recovery of the early
retirement program costs that enable the labor cost reduction.

[15] Upon review of the record, the Commission reiterates its long-standing acceptance of
recovery of costs for early retirement programs, as discussed above in the rate base section of this
Order, However, the Commission's treatment of any specific program must be based upon the
particulars of that program, including examination of cost, savings, and amortization period
details.

In this regard, while it is true that the Commission has accepted five-year amortization
periods for other early retirement programs of the Company, the programs at issue in this case
were initiated well before the filing of the rate application, and have brought greater examination
and scrutiny by the parties than in many prior such cases. In this case, the greater scrutiny has
engendered specific and detailed criticism by interveners of the appropriate amortization
treatment.

After considering the issue carefully, the Commission accepts OPC's proposal for a three-year
amortization period for the remaining unrecovered amounts. Specifically, the Commission will
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allow the amortization of the remaining balance over a three-year period from December 2005.
This amortization period and treatment of the remaining balance reflects the most appropriate
weighing and resolution of the factual circumstances presented herein.

The Commission observes that the Company's five-year amortization period, begun in 2002,
would expire in 2007. However, absent the adjustment proposed by OPC and adopted above, the
full impact of that amortization would continue in rates beyond that period unless and until BGE
files its next rate case. This shifts too much of the always-present risk that an amortization period
may not match the rate-effective period to customers. Undeniably, the five-year period may have
been appropriate at the time the program was first established, and certainly conforms with the
guidance of past decisions. However, 11111 reflection in rates of the amount corresponding to a
five-year amortization period is inappropriate when the end of that five-year amortization period
is only a year and a half away.

Accordingly, the Commission intends to assure that ratepayers are not unduly burdened by
continuation of` an expense amortization long beyond its recovery. We reject BGE's contention
that adjusting the amortization period violates matching principles, rather, it revises the
remaining recovery period for the outstanding balance to a more realistic time frame that
provides full recovery of the expense to the Company while also treating ratepayers fairly. In
short, the Commission believes Mr. Effron's recommendation appropriately weighs these factors,
and accepts the revised amortization period of the remaining amount, thereby reducing the
VSERP expense by $2.4 million.

8. Incentive Compensation

As part of its compensation practices, BGE has an Incentive Compensation Program in which
incentive payments to employees are determined through the use of a "balanced scorecard"
approach. According to the Company, the scorecard is comprised of five components that are
measured throughout the year, each of which provides benefits to BGE customers. These five
components include customer satisfaction, reliability and public safety, team well being, cost
management, and profitability and growth. The Company seeks full inclusion in rates of the costs
of its Incentive Compensation Program, as its total compensation package, including the
incentive programs, provides significant benefits to customers through both service excellence
and lower costs.

Furthermore, Mr. Weinstein testified that total compensation levels are within the
competitive market range for peer utilities, noting that all companies in BGE's peer group
maintain a formal annual incentive plan for at least some portion of their employee population.
Mr. Weinstein further concluded that BGE's compensation would be slightly below competitive
market levels if it did not provide annual incentive opportunities with respect to base salary
levels, and that executive level positions would be significantly below median target levels.

OPC witness Saffron recommends that the Commission include only one-half of the costs for
the Incentive Compensation Program in rates because the other half primarily benefits
shareholders rather than ratepayers. This treatment conforms to the Commission's decision in the
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Company's prior rate case, Case No. 8829.

In Case No. 8829, the Commission determined that the Company must show that incentive
compensation program goals clearly benefit ratepayers, and that the incentive awards would be
necessary to raise employees' overall compensation to market level in order to seek full recovery

from ratepayers. 14 (14) In this case, Mr. Saffron notes that the final component of the balanced
scorecard approach involves profitability and growth of the Company. Mr. Saffron acknowledges
the first four goals of the program benefit ratepayers, but notes that the profitability and growth
goal is determined based upon earnings before interest and taxes, which he asserts is plainly a
shareholder goal. Therefore, as the entire balanced scorecard is subject to achievement of the
profitability and growth goal, Mr. Effron contends that the Company has not clearly
demonstrated that the Incentive Compensation Program primarily benefits ratepayers, therefore,
he opines that shareholders, rather than customers, should bear the cost of incentive
compensation. Accordingly, he recommends continuation of sharing the expenses of the
Incentive Compensation Program with shareholders pursuant to the treatment in the prior case,
and recommends elimination of one-half of the $2,060,000 expense, thereby reducing operation
and maintenance expense by $1,030,000.

Staff witness Lee has also testified with respect to this issue. Mr. Lee believes that the
Company has addressed the Commission's concerns expressed in the prior case, and accepts the
Company's inclusion of the full costs of the program in rates.

[16] Upon review of the testimony and evidence with respect to this issue, the Commission
accepts the Company's inclusion in rates of the full costs of the Incentive Compensation
Program. OPC is correct that the prior case directed sharing of such incentive costs between
ratepayers and shareholders. However, in Case No. 8829 the Commission noted that full recovery
of incentive compensation costs could occur in the future if the Company clearly demonstrates
that program goals benefit ratepayers and the awards would be necessary to raise employees'
overall compensation to the market rate.

OPC does not dispute four of the five goals of the Company's balanced scorecard approach.
However, OPC argues that the costs of the incentive compensation program should be shared
between shareholders and customers because the fifth goal, profitability and growth, is a
shareholder goal rather than a ratepayer goal. OPC notes in fact that the entire program is
contingent upon attainment of this particular goal.

While it is true that this goal is important to shareholders, profitability and growth also
benefit ratepayers, because financially sound companies can raise capital at more favorable rates,
thereby keeping costs low for customers. This benefit is clearly noted by Mr. DeFontes, who
further notes that a financially sound company is less likely to need rate relief to continue
providing safe, reliable, and quality service to customers. That is borne out by the approximate
six-year period between the instant rate proceeding and the last one. In addition, Mr. Weinstein's
testimony shows that incentive compensation programs like BGE's are widespread throughout
the industry, and are necessary to allow the Company to reach median compensation levels for
peer companies with respect to total compensation.

Based on the record, the Commission concludes that the Company has presented adequate
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evidence of the reasonableness of its incentive program for the benefit of ratepayers through
achievement of the target goals while also maintaining total compensation, including the
incentives, within the overall market rate of compensation for employees. Accordingly, the
Commission finds that the full program costs are now properly included in the rates charged to
customers and rejects the OPC proposal to eliminate one-half the incentive program costs.

C. Uncollectible Accounts

OPC proposes an adjustment to the uncollectible accounts expense. Mr. Effron states that the
$8 million in uncollectible accounts expense in the test year appears to be relatively high in
relation to customer revenues, at least in comparison to other recent years' experience. He
therefore proposes an adjustment based on the average net charge-off rate for the five-year period

2000 to 2004. 15 (15) He states that a five-year normalization is reasonable, as it provides an
adequate sample size without reaching too far back in time to include obsolete data. He further
contends that the average net charge-off rate for this five-year period is 1.03 percent, and states
that in the last two Washington Gas Light Company rate cases, a five-year average charge-off
rate was utilized to determine the appropriate uncollectible accounts expense. Mr. Effron's
proposed adjustment increases net operating income by $224,000.

In opposition to OPC's proposed adjustment, Company witness Castagnera notes that
commodity costs have risen significantly over the five years utilized in Mr. Effi'on's
normalization period, including significant price rises for this winter, with no expectation that
prices will decrease in the near future. Mr. Castagnera contends that OPC's adjustment includes
the flawed assumption that increases in prices affect both revenues and uncollectibles equally.
However, he states the Company's experience over the years indicates that as prices increase
there is a disproportionate and greater impact on the amount of uncollectibles, as increasing
numbers of customers experience difficulty in meeting their payment obligations as the monthly
bills grow.

[17] Upon consideration of the evidence with respect to this issue, the Commission rejects
OPC's proposed adjustment to normalize the amount of uncollectible accounts expense. The
record reflects, through OPC's own calculations, that the percentage of uncollectible accounts
appears to be slightly more than one percent of revenue. It is clear that when considering
revenues resulting from this rate proceeding, and such percentage is applied to the revenues
expected during the rate-effective period, no disallowance as advocated by People's Counsel is
warranted based on the historical percentage of uncollectibles. In addition, the record indicates
that gas commodity prices have increased significantly recently, and the Commission is therefore
reluctant to reduce test year uncollectibles expense when gas commodity prices are now higher
than they were during the test year. In fact, it is unlikely that the expense will decrease from the
test year level in light of the conditions present today and expected during the commencement of
the rate-effective period. Therefore, the Commission accepts the Company's proposal for
uncollectible accounts expense.

In this regard, on brief, the Company further states that it agrees with Staff witness Lee's
proposal that uncollectible expense be included in the "gross-up" factor as the means for recovery
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of this expense. BGE indicates that OPC acknowledges such a recovery methodology is not
unreasonable, and BGE requests in its final comments adoption of the Staff proposal. As there
appears to be no opposition to this method of recovery, the Commission will accept the inclusion
of the uncollectible expense, at the amount proposed by BGE, in the gross-up conversion factor
(whereby the net operating income deficiency is converted into the revenue requirement). With
inclusion of the uncollectible expense, the conversion factor is now 0.5849.

D. Executive Travel

OPC witness Saffron recommends continuation of a 50/50 sharing of executive travel

expenses as occurred in the Company's last rate case. 16 (16) Mr. Effron's proposed treatment to

eliminate one-half of the executive travel expense would increase operating income by $10,000.

The Company opposes OPC's proposed elimination of one-half of the executive travel

expenses. Company witness Hahn notes that travel costs are a prudent and necessary part of

rumping a business with benefits that accrue to customers, as the travel includes trade group
meetings and conferences where sharing of information related to the industry takes place. She
specifically cites trips by Company officials to American Gas Association meetings, where issues

impacting the gas business, such as pipeline integrity regulations were discussed, as well as

Department of Transportation meetings relating to Distribution Pipeline Integrity Steering

Committee matters.

The only other party who addresses this issue is Staff. Mr. Lee indicates that prudent travel
costs should be included as an appropriate cost of service. He states that if executives are
engaging in activities that provide no benefit to ratepayers, then such costs should be borne by
the shareholders rather than divided with ratepayers. Mr. Lee also notes that the record indicates
BGE executives use the same travel arrangements, stay at the same lodgings, and eat at the same
or similar restaurants as non-executives attending the same conferences and filnctions. He
concludes there is no reason to single out this particular item of expense for sharing, and so does
not join in OPC's disallowance recommendation.

[18] This dispute essentially involves whether executive travel should be treated as
determined in the previous rate case. However, a review of the Proposed Order in that case
reveals that the Hearing Examiner made such disallowance based upon apparent insufficient
documentation of the travel expenses, which decision was then accepted by the Commission. In
addition, a unique factor of that decision involved refusal of the reviewing accountant for one
party to sign a confidentiality agreement, and the Hearing Examiner determined that there was
shared responsibility for lack of a sufficient record in support of such travel expense. This unique
factor contributed to his decision to split the cost equally between the Company and ratepayers.

In this case, OPC's proposed disallowance is based primarily upon the prior case's splitting of
such costs. However, the Company presented evidence by Ms. Hahn of appropriate executive
travel, and there is no indication of disputes with respect to responding to other parties'
information requests on this issue. Therefore, the Commission allows the Company's full
executive travel costs as a necessary and proper expense based upon the record in this case.
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Accordingly, we reject OPC's proposed disallowance of one-half of the executive travel costs.

E, Interdepartmental Sales

Interdepartmental sales involve the internal use by BGE operations of gas and electric
services similar to any other facility's use of such services. That is, BGE's gas business utilizes
electric distribution service, while BGE's electric business may also use gas distribution services.
In this case, BGE is proposing that interdepartmental sales be priced in the same manner as sales
to any other customer by charging the appropriate tariff rates. Such pricing would apply to both
revenues that the gas operations earn from electric operations for gas service, as well as expenses
incurred by gas operations for electric service received. This proposal differs from treatment in
prior cases, whereby the Commission required the Company to utilize "interdepartmental rates,"
which were calculated rates that differ from tariff rates charged to other customers for the same
service.

According to Company witness Hahn, the Commission denied BGE's request to use tariff
rates in the previous rate case, Case No. 8829, until the end of the electric rate freeze
implemented for BGE. This decision also reflected the fact that some of the Company's facilities
lacked metering equipment necessary to register actual consumption. Ms. Hahn contends that
such treatment by the Commission discriminates against the Company as a combination utility,
and she therefore urges tariff pricing be implemented in this proceeding. She further notes that
BGE has now installed meters at essentially all Company locations (excluding substations) in
order to obtain accurate consumption information, andcharging tariff rates will allow the
operations to reflect their true cost of doing business. In addition, she notes the Company utilizes
tariff rates for financial reporting purposes, and it is only for purposes of rate proceedings that an
adjustment for interdepartmental sales has been utilized.

Staff witness Lee expresses support for the Company's proposal to utilize tariff rates rather
than interdepartmental sales adjustments. He notes that the prior treatment was based upon fears
of circumventing the electric rate freeze, but notes that the electric moratorium is due to expire in
June 2006, minimizing the rate freeze consideration. He also observes that the Company has
rectified the lack of metering equipment.

In contrast to Staffs acceptance of the Company's proposal to use the tariff rates for
interdepartmental sales for ratemaking purposes, OPC and DOD oppose it. OPC witness Effron
recommends maintaining the use of an internal rate for interdepartmental sales, resulting in a
$121,000 adjustment. DOD witness Prisco reiterates fears of a "windfall" to BGE from the
failure to make a similar adjustment to electric rates, and therefore opposes the change to tariff
sales rates at this time. However, Mr. Prisco does express support for utilizing arms-length
pricing for transactions of inter-company sales, rather than the current practice of using an
internally calculated rate solely for ratemaking purposes. He therefore recommends that the
Commission authorize collection and escrowing of any difference between the tariff rate and an
internally calculated rate, to be used as an offset in a future electric rate proceeding

[19] Upon consideration of this issue, the Commission accepts the Company's (and Staffs)
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proposal to utilize tariff rates for interdepartmental sales of gas and electricity between the
electric and gas operations. OPC's competing recommendation is primarily based upon the
continuation of the prior treatment. However, the record reflects there is now sufficient metering
at Company facilities, undercutting one rationale of the prior decision. Additionally, the
upcoming expiration of the remainder of BGE's electric rate caps is a further consideration to
now use tariff rates. Therefore, the Commission concludes that it is no longer appropriate to
utilize an internal rate, because the tariff rates charged to other customers should also be applied
to accurate measurements of usage of BGE's two utility lines of business.

The Commission further notes that while DOD recommends establishment of an escrow
account based on concerns about windfall priNts, witness Prisco expresses support for the policy
of properly charging each entity for the appropriate utility use by the affiliated entity. However,
use of his recommended escrow account essentially penalizes the Company for its status as a
combination utility. In any event, accurate and widespread metering and the coming expiration of
the remaining rate caps also undercut the perceived need to establish an escrow account for the
timing difference between electric and gas rate revisions. Therefore, the Commission finds no
reason to continue pricing of such services at an internal rate. Rather, the Commission finds it is
proper to now utilize the tariff rates as the fair measure for establishing sales between the utility's
operations, and we accept the Company's proposal to utilize the tariff rates for such sales without
an interdepartmental sales adjustment or necessity to establish an escrow account.
F. The Commission Assessment

[20] Staff witness Lee proposes an adjustment to reflect the most recent approved assessment
factor for the Company's payment to the State for Commission activities. The Company provides
no testimony rebutting this proposal and raises no argument against it on brief. Accordingly, we
will utilize the most recent assessment factor that will be in effect during the rate-effective
period, as proposed by Staff.
G. Interest Synchronization

As in prior rate cases, a cost of service adjustment is necessary to synchronize the Company's
actual interest expense and the amount of interest expense authorized by the Commission in
establishing base rates, which is determined by multiplying the weighted cost of debt by the
appropriate rate base. The synchronization involves the tax savings associated with the difference
between actual interest expense and authorized interest expense. Failure to do so would result in
subsidization of either investors, or customers. As in prior cases, in this case the Commission
will make an adjustment based upon the final determinations of cost of debt and the size of the
rate base.

Additionally, a dispute has arisen between the Company and People's Counsel with respect to
the correct interest expense to use in the Calculation of the adjustment. In this respect, OPC
witness Effron urges utilization of the Company's interest expense noted units federal tax return,
while BGE witness Castagnera believes use of the Company's actual interest is properly utilized
in the calculation.

Mr. Castagnera notes there are four items that create a difference between a financial
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statement interest amount and the income tax return interest amount. Two of the reconciling
items increase the tax return interest expense, while two items reduce it. He states that the net
effect of these four reconciling items is to lower the tax return's interest expense. He further
contends that OPC fails to take into consideration that each of the reconciling items creates a tax
timing difference with either a deferred tax expense or deferred tax credit recorded on the
Company's income statement.

Mr. Castagnera also states that the Commission traditionally includes the total of the
Company's deferred tax credits, deferred tax expenses, current income tax expense, and
investment tax credit adjustments as valid components of the Company's total tax expense in
determining the cost of service in setting rates. He observes that the Commission adopted this
"nonnalization" long ago, which is also required by the Financial Accounting Standards Board,
the Federal Energy Regulatory Commission, and the Securities and Exchange Commission. Mr.
Castagnera concludes that OPC's use of the tax return amount ignores the fact that reconciling
items associated with actual interest expense have been normalized. He states that the actual
income tax expense included in the Company's financial statements are what is used in setting
base rates, not just the current tax expense obtained from the Company's tax return.

Mr. Effron states that two of the reconciliation items, interest on customer deposits and other
expense interest, do not create tax timing differences, although he acknowledges that two items
(capitalized interest and amortization of loss on re-acquired debt) may create tax timing
differences. However, he further states that BGE has not identified where the deferred tax credits
related to these items appear, and he does not believe that the Company has established that it
would be appropriate to accept the Company's calculation of actual interest in its operating
adjustment.

[21] No other party has commented on this issue, although Staff accepts the Company's
interest expense in its interest synchronization calculation. Upon consideration of the record and
arguments of the parties, the Commission accepts the Company's approach and utilizes actual
interest expense in the synchronization calculation rather than the interest amount noted in the
federal tax return. Tax return amounts may fail to include widely accepted normalizations that
are properly used for ratemaking purposes, therefore, we accept the Company's interest expense
in the calculation.

H Deferred Environmental Costs

During the course of this case, the parties agreed to the Company's amortization treatment of
past environmental remediation expenses regarding clean up costs of the Spring Garden coal-gas
plant, which were previously authorized recovery over a 10-year period. In the Company's`
supplemental tiling of August 31, 2005, BGE agreed with the positions of OPC, DOD, and Staff
to remove $2,212,000 of clean up costs from the rate tiling because those costs will be recovered
prior to the rate-effective period of this case.

However, while no issue remains outstanding as to rate treatment of prior costs, Staff
suggests that the Commission direct BGE to amortize any future costs over the remaining life of
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the period authorized in this case. Staff says that retention of a 10-year amortization period will
result in a 20-year cost recovery period for any future costs. Staff therefore proposes that the
Commission establish a new amortization period for future expenditures. BGE, however,
opposes the Staff suggestion as the Company on brief states it sees no need to change the existing
policy, which provides for a 10-year amortization period for recovery of costs after they have
been incurred.

[22] The remediation costs under discussion arise out of activities that once were accepted
and common practices in the industry but which, unfortunately, produced damage to the
environment that requires remediation. In any rate case, it is possible that a party may raise an
issue regarding the appropriateness of recovery of remediation costs, disputing either the
incurrence of the damage or the prudence of the remediation effort. Assuming for the sake of this
discussion that there are no issues on that front, it still remains to determine an appropriate period
over which the remediation expenses should be recovered.

The environmental damage occurred over time, making it appropriate for remediation cost
recovery to also occur over time. The extent of the damage and the remediation effort involved
may or may not be known and certain at this time, making it appropriate to put in place a general
rule governing amortization and cost recovery, so as to provide the Company and other parties
guidance on the Commission's general expectations. Any such guidance, of course, is offered
pending the existence and advocacy of an issue pertaining to either the Company's behavior
leading to the damage or the efficacy or reasonableness of its remediation efforts, as noted above.
With that caveat, and after considering the record on this issue, the Commission reaffirms that a .
10-year amortization period for recovery of costs after they have been incurred is appropriate.

L Depreciation Study

[23] Staff proposes that the Commission direct the Company to perform an updated
depreciation study. Staff notes that the last major revision of BGE depreciation rates occurred in
1995 (as a 1999 review revised only one account). Staff observes that industry literature and prior
Staff recommendations indicate that depreciation reviews occur every three to five years.
Accordingly, Staff recommends that the Company perform and submit an updated depreciation
study no later than December 31, 2006.

On brief, BGE indicates agreement with the Staff proposal to file a new study by December
31, 2006, but notes it does not support the Staff suggestion that such studies be performed every
three to five years.

The Commission accepts the parties' consensus that BGE should file a new depreciation
study by the end of 2006. With respect to the recommendation that such studies are appropriate
every three to five years, the Commission declines to adopt a blanket, specified timeframe for the
production of these expensive studies.

J Cost AIlocation Manual
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The purpose of the Cost Allocation Manual is to properly identify and charge BGE and its
affiliated companies for services provided to each other, in order to protect BGE ratepayers from
bearing costs of non-utility activities. The Company's CAM allocates costs on a fully distributed
cost allocation basis.

Staff witness Lee states the CAM is a conscientious effort by BGE to properly identify and
assign costs, in his opinion, its application results in acceptable assignment of such costs.
However, Mr. Lee notes that since the Company's initial CAM, the BGE corporate structure has
changed. He observes that the CAM was initially developed when BGE was the lead company of
the corporation, with most corporate costs incurred within BGE's utility operations. Therefore,
the focus was on ensuring costs were transferred out, whereas the present CEG structure creates a
concern regarding the transfer of costs into BGE, according to Mr. Lee. He notes that during
2004, BGE allocated over $12 million of costs to affiliates, about one-fifth of the costs allocated
into BGE from CEG. He further states that the CAM is devoted primarily to describing allocation
of BGE costs, but notes that allocators may no longer be appropriate when assigning costs among
regulated and non-regulated activities. Mr. Lee suggests that it may be time for an extensive
review of CEG's inter-company cost allocations and states the Public Utility Holding Company
Act of 2005 removes any doubts that may have existed regarding the Commission's authority to
review the books and records of CEG.

Also with regard to the CAM, the Company expresses support for institution of a Rulemaking
with respect to the CAM audit requirements of Section 4-208 of the PUC Article.

[24] The cost allocation provisions in the PUC Article exist to preclude public service
companies with unregulated service offerings, or having affiliated companies that provide
unregulated services, from improperly allocating costs away from the competitive unregulated
services and into the regulated service arena. The advent of competitive retail choice in
Maryland's gas and electricity markets make these provisions more important than ever.

No evidence of improper cost shifting has been presented in this proceeding, and in fact the
CAM audit report from the independent accounting Finn affirms the appropriateness of BGE's
practices. However, Staff proposes an extensive Commission review of BGE's cost allocations in
view of recent industry changes and the shift in BGE's relative position within the CEG corporate
family. Given the importance of appropriate cost assignment to the customers of regulated utility
services, and to the functioning of Maryland's competitive gas and electric industries and BGE's
and its corporate siblings' roles in those industries, the Commission accepts Staffs
recommendation.Staff shall consult with the Company, People's Counsel and interested parties
and then propose for the Commission's consideration a timetable and procedures for the review.

Also, as noted previously in Order No. 80245, the Commission has indicated an intention to
separately consider a regulation interpreting Section 4-208 of the PUC Article. Therefore, Staff
shall consult with the Company, People's Counsel, interested parties and other companies subject
to the provisions of that section with respect to possible regulations implementing the CAM audit
requirements of that section of the law. In both instances, Staff shall report its recommendations
to the Commission on or before February 15, 2006.
K. Conclusion
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Upon consideration of the record in this proceeding, the Commission finds that for the 12
months ended July 31, 2005, Baltimore Gas and Electric Company experienced adjusted
operating income of $46,384,000, as detailed in Appendix ll attached hereto and incorporated
herein by reference.

IV RATE OF RETURN
A. Capital Structure

[25] BGE's requested capital structure is the actual capital structure of its parent corporation,
CEG. That capital structure consists of 45.7 percent long-term debt, 5.9 percent preferred stock
and 48.4 percent common equity. BGE witness Avera testified that no short-term debt is included
in the capital structure since BGE does not actually have any short-tenn debt. Staff witness
VanderHeyden and DOD witness Prisco also accept the Company's capital structure for
ratemaking purposes.

UPC witness King testified that a reasonable capital structure would include a short-term
debt component. He recommends that the Commission use a capital structure containing a
short-term debt component of 7.9 percent, long-term debt of 42.1 percent, 5.4 percent of
preference stock, and 44.6 percent common equity. The witness opined that the proposed use by
BGE of the capital structure of its parent company, CEG, produces a result that is not reflective
of the actual operations of a stand-alone gas utility.

Mr. King observes that BGE, an affiliated subsidiary of CEG, does not issue its own stock.
Therefore, in order to properly develop a capital structure, an analyst would consider and
compare the gas distribution utility, BGE, with other regulated gas distribution companies to the
extent possible.

Mr. King explains that when BGE is considered as a stand-alone gas distribution company,
the financing needs for short-term capital to purchase gas supply and materials and to finance
short-term assets during the course of a year require the use of short-tenn funds. Mr. King also
notes the existence of working capital in BGE's rate base. For these reasons, Mr. King imputes
the aforementioned short-tenn debt component into BGE's capital structure.

Staff witness Lee proposes a $32.9 million adjustment to rate base because BGE does not
have short-term debt in its capital structure. Mr. Lee's adjustment reflects what he perceives to be
a funding disparity caused by an absence of short-term debt in the Company's capital structure.
Upon cross-examination, Mr. Lee admits he would not propose this rate base adjustment if the
Company included short-term debt in its capital structure or if the Staflf'cost of capital witness
had proposed a capital structure for ratemaking purposes that contains a hypothetical short-term
debt component.

Mr. Lee believes that his adjustment to rate base is appropriate because, were BGE a
stand-alone company, short-tenn assets would be financed through short-tenn financing
hypothetically at a cost lower than that for the long-term debt or equity which actually funded the
short-term assets. Therefore, Mr. Lee proposes elimination of net short-term assets from rate base
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as an alterative to the hypothetical capital structure rejected by Staffs cost of capital witness.

After considering the Company's criticism that he overstated his adjustment, Mr. Lee reduced
his proposed rate base deduction from roughly $70 million to $32.9 million. In his final position,
Mr. Lee excludes only the level of non-pennanent short-term assets from rate base, on the theory
that equity or longer-term debt instruments could appropriately finance the "permanent" average
monthly balance of short-term assets. MIG expresses support for the Staff proposal in its final
position on brief.

The Company objects to Staff's proposed rate base exclusion for short-term financing,
observing that Mr. Lee's adjustment is merely another means of proposing a hypothetical capital
structure, although use of a hypothetical capital structure was not proposed by Staffs cost of
capital witness, Mr. VanderHeyden. BGE notes that there was in fact no short-term debt in the
capital structure during the test year or for the two and one-half years prior to the test year, and
there has been no showing of imprudence by the Company that would warrant the rate base
exclusion proposed by Staff. Also, in the event an adjustment is made, Mr. Castagnera notes that
the average net level of short-term assets should be considered a permanent level that is
appropriately financed on a long-term basis with long-term financing (as many short-term assets
are in fact continually replaced with new short-term assets). According to BGE, such a
modification to remove the average level of short-term assets would reduce Mr. Lee's proposed
adjustment to $11 million.

The Company criticizes both OPC's capital structure adjustment and Mr. Lee's accounting
adjustment, citing Commission precedent favoring the use of the actual capital structure for
ratemaking purposes. BGE further comments that Mr. Lee declined to characterize the actual
capital structure as "imprudent."

Mr. Castagnera also testified to the reasons behind and validity of the actual capital structure.
He notes that the Company has not needed to engage in short-term borrowing over the last two
and a half years, and considers this a prudent time to lock in long-term debt when considering
interest rates. In this regard, the Commission takes notice that the Federal Reserve Board has
been systematically increasing short-term interest rates at a measured pace, resulting in 13
increases since June 2004, six of which have occurred since BGE tiled the rate case.

The Company further notes that Staff witness VanderHeyde1i agrees that the actual capital
structure is reasonable, similar to the averages of other companies in the proxy group, and
consistent with the Commission's historical preference for using a company's actual capital
structure. For all of those reasons, the Company urges the Commission to reject both Mr. Lee's
accounting adjustment and Mr. King's hypothetical capital structure proposal.

In considering this matter, the Commission notes that People's Counsel and Staff have
presented two different methods of imputing short-temr debt into the capital structure. Mr. King
imputes a short-tenn debt component, and assigns it a cost rate. Mr. Lee artificially reduces the
level of rate base to assess the Company for not including short-term debt in the capital structure.

Staff makes this recommendation even though Mr. Lee declines to characterize the
Company's actions as "imprudent" and even though the Staff cost of capital witness accepts the
Company's capital structure. Mr. Lee fully acknowledges that he would not propose the
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adjustment if the capital structure included short term financing. Therefore, his proposed
adjustment is an attempt to circumvent his fellow Staff witness' acceptance of the reasonableness
of the Company's capital structure by proposing a novel accounting adjustment to exclude
prudent investments from the rate base.

As to inputing a hypothetical level of short-term debt into the capital structure, the
Commission is not persuaded in this instance that customers are better served through a
hypothetical construct than they are by the use of an actual capital structure. The Commission has
stated a preference for the use of a company's actual capital structure in the absence of sufficient
evidence justifying the need to use an alternate capital structure. In this proceeding, only People's
Counsel advocates the use of a capital structure containing a hypothetical short-term debt
component, although Mr. Lee's accounting adjustment is based on the same reasoning. While the
Commission has used a hypothetical capital structure on rare occasions, the circumstances in this
case do not rise to the level that would cause the Commission to deviate from its long-standing
principle to use the actual capital structure unless doing so results in customers bearing
unreasonable or undue financial costs.

The capital structure proposed by the Company herein is that of BGE's parent. The
investment community understands actual capital structures and the risks associated with
regulators selecting hypothetical capital structures (or novel accounting adjustments proposed
because a capital structure is not one favored by a witness). The use of the actual capital structure
also helps maintain the Company's financial and credit ratings at their current levels, both of
which provide benefits to customers.

It is settled law that the Commission is not to substitute its judgment for that of a Company's

management, and that the Commission does not sit as an over-arching "super" board of directors.
17 (17) The importance of these principles should not be minimized. Thus, while the Commission
has in very limited instances in the last twenty years substituted its judgment on capital structure
for that of company management (for ratemaking purposes only), in this proceeding there has
been no showing that the Company was imprudent in its choices or that customers are ill-served
by those choices. In cases where a hypothetical capital structure has been utilized, it has usually
been to protect ratepayers from excessive reliance upon the more expensive equity component
rather than debt, whereas the Dissent supports Mr. Lee's adjustment which is based solely upon
the lack of short-term debt in the capital structure as Mr. Lee advocates use of short-term debt
(rather than long-term) for short-term assets. However, the undisputed steady rise in short-term
rates supports the reasonableness and prudence of the Company's management decision to lock
in historically low cost levels of long term debt, so that no adjustment to the capital structure is
warranted at this time.

The Dissent concedes that no "imprudence" has been displayed by the Company, but
contends the record indicates that the Company's actual capital structure will unnecessarily
burden ratepayers. However, Staff, the party proposing the adjustment supported by the Dissent,
expressly contradicts this determination by concluding in its final position on Brief: "Staff
submits that the Company's capital structure is not onethat will unnecessarily burden the
ratepayers." (Staff Brief at p. 21, Oct. 28, 2005). The adjustment that the Dissenting opinion
would accept also does not take into account the real but indefinable benefits to customers of

© Public Utilities Reports, Inc., 2006 33

l l



PURchase

having a financially sound utility company whose cost of service was determined based on the
actual components of that cost of service. One need not look very far to find utility companies
with poor credit ratings, and to note that increased borrowing costs and other consequences
attend those poor credit ratings.

In sum, our decision affinns sound financial management practices, helps manage regulatory
risk, and rejects artificial decreases to the actual cost of providing service. Certainly, nothing in
the record suggests that the Company has been anything but prudent in its financing decisions,
and the current lack of short-term debt is but a continuation of a Company practice extant for the
past two and one-half years.

The Commission has another reason for specifically rejecting the Staff proposal which is now
advocated by the Dissent. There is no contention on the record that the assets were improperly or
inefficiently procured, or otherwise unnecessary or imprudent. Rather, the assets are part of the
Company's rate base, reflecting legitimate and proper investment used to provide service to
customers. Such a disallowance would be an artificial distortion of the Commission's
responsibility under Section 4-206 of the PUC Article to determine the fair value of a public
service company's property used and useful in providing service to the public. Accordingly, the
Commission declines the invitation to reduce the Company's legitimate costs of service for
reasons unrelated to the prudence or reasonableness of these investments, and rejects the
adjustment to rate base.

In view of the discussion and determinations set forth above, the Commission rejects the use
of a hypothetical capital structure, and accepts BGE's proposed capital structure for ratemaking
purposes. It is as follows:

[Graphic(s) below may extend beyond size of screen or contain dist:ortions.]

Capital Ratio

Long-Term Debt

Preferred Stock

Common Equity
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Total 100 . 00%
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8. Rate of Return

I. Cost of Debt

[26] Using the latest figures, BGE calculates a cost of long-term debt of 6.03 percent, a
number accepted by Staff. Mr. King recommends use of a 5.97 percent cost of long-term debt,
reflecting the cost of that debt as of the time the application was filed. DOD witness Prisco
recommends a rate of 5.78 percent for long-term debt, reflecting his belief that issuance fees
should not be included in debt (and preference stock) cost rates.

The Commission finds that BGE and Staff have accurately computed the Company's cost of
long-tenn debt at 6.03 percent, and accepts that figure for ratemaking purposes. The Commission
rejects DOD's proposed adjustment, finding that issuance costs are a necessary component of
debt issuances.

2. Cost of Preference Stock

BGE, Start and OPC find that the cost of the Company's preference stock is 7.02 percent.

DOD witness Prisco reduces that figure to account for issuance costs, in line with his similar

recommendation for long-term debt costs.

The Commission rejects DOD's proposal for the reasons expressed above in discussing

long-term debt costs, and finds that the cost of BGE's preference stock is 7.02 percent.

3. Cost of Common Equity

{27] This Commission has for many years used the legal standard for its rate of return
determinations set forth by the Supreme Court in the cases of 8Iuefield Water Works and
Improvement Co. v. Public Service Commission of West Virginia, 262 US 679, 67 L.Ed. 1176, 43
S.ct. 675 (1923) and Federal Power Commission v. Hope Natural Gas Co., 320 US 591, 88
L.Ed. 333, 64 S.ct. 281 (1944). The Commission continues to find that standard to be
appropriate. Accordingly, the rate of return we will set is one that will be sufficient to allow BGE
to maintain its financial integrity, to allow it to attract capital on reasonable terns, and to provide
the Company with an opportunity to earn a return that is comparable with other investments of
equal risk.

A central component of the overall rate of return is the return found to be appropriate for
common equity capital. The Company's request is based on a cost of common equity of 11 .90
percent. The recommended common equity cost rates from the other parties are lower than BGE's
proposal. Staff witness VanderHeyden proposes a return on common equity of 10.32 percent.
OPC witness King finds a return of 9.7 percent appropriate, while DOD witness Prisco
recommends a return of 10.75 percent on common equity.

BGE witness Avera employs Discounted Cash Flow ("DCF") and several Risk Premium
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("RP") analyses, including the Capital Asset Pricing Model ("CAPM"), in determining the cost of
common equity for BGE. He uses a proxy group of 14 publicly traded local gas distribution
companies ("LDCs") that are generally considered to be comparable to BGE. Dr. Avera notes
that "no single method or model should be relied upon to determine a utility's cost of equity

because no single approach can be regarded as wholly reliable." The "bare bones" 18 (18) results
of each of these five methods are noted below. BGE proposes a bare bones result for ratemaking
purposes of l 1.25 percent.

[Graphic(s) below may extend beyond size of screen or contain dis tor t;ions.]

Me t:hod5 Range

DCF 10 . 00 percent

Risk Premiums Current: Yields project:ed. Yields

Authorized Return 10.60 percent 11.20 percent

Historical Return 10.60 percent 11.80 percent

CAPM Forward 11.70 percent 11.90 percent

CAPM Historical 10.40 percent 11.20 Percent

DCF + Risk Premiums 10.75 percent 11.75 percent

Staff witness VanderHeyden recommends a return on equity of 10.32 percent that is equal to
a simple average of the results of his constant growth DCF analysis, a risk premium approach,
and a single application of the CAPM. Mr. VanderHeyden's recommendation is based upon
application of the above-listed methods to the same proxy group of 14 publicly traded LDCs used
by BGE witness Avera.

Staff witness VanderHeyden contends that his DCF result differs from that of Dr. Avera .
because BGE's analysis is exclusively based on earnings whereas Staff considered three other
factors in calculating the growth rate. Mr. VanderHeyden opines that his approach improves the
accuracy of the DCF method. He also testifies that Dr. Avera's authorized risk premium method
is an incomplete indicator of investors required returns, and that Dr. Avera "has not demonstrated
a reliable connection between authorized return on equity and investor's requirements."

Staff also takes exception with Dr. Avera's time period (1955-2004) for establishing a 4,68
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percent gas utility risk premium. Staff states that Dr. Avert was unable to corroborate a 12.1
percent growth rate obtained from the S&P 500. As a result, "his determination of the RP [Risk
Premium] of 9.0 percent is inconsistent with historical trends."

OPC offered its position regarding BGE's cost of capital through the testimony of witness
King. Mr. King uses the same proxy group as the Company to derive his recommended return on
equity. Using classic DCF analyses, Mr. King derived costs of equity of 8.9 percent and 9.7
percent. A third DCF analysis using a sustainable growth in retained earnings and book value
method yields a result of 9.2 percent. OPC's witness, noting difficulties in developing useful risk
premium values, modified the Company's analyses with the following results: 10.6 percent for an
authorized rate of return risk premium using Company witness Avera's inputs and time period,
10.1 percent using 2004 data, and 9.8 percent applying 2004 data to Washington Gas Light
Company, the only Maryland company Mr. King considers appropriately situated for such an
analysis. OPC's witness notes the Company's 10.6 percent cost of equity based on realized returns
and its CAPM of 10.4 percent, and includes these numbers in his own analysis. Using the results
specified above, Mr. King applied a weighting scheme and averaged these values for a cost of
equity of 9.8 percent. He adds 10 basis points for flotation and subtracts 20 basis points to reflect
the reduced business risk he attributes to BGE's Rider 8, to arrive at OPC's final recommended
return on common equity of 9.7 percent.

DOD presented its position on the cost of capital through the direct testimony of witness
Prisco. Mr. Prisco did not perform any independent study to arrive at a return on equity. Rather,
he adopts the return on equity of 10.75 percent authorized by the Commission in the most
recently litigated gas utility rate case proceeding in Maryland, Case No. 8959, which pertains to

Washington Gas Light Company. 19 (19) Mr. Prisco notes that although he considered a cost of
equity primarily for the purposes of performing accounting calculations, 10-year Treasury note
rates have declined since the Commission approved the 10.75 percent return on equity for
Washington Gas Light Company.

In addition to the parties' general positions on the cost of common equity, the record contains
proposals to increase the return on common stock by specified amounts to account for factors
somewhat tangential to the "bare bones" cost rate. The first of these is a proposal by BGE and
OPC to provide for an increase in the cost of common equity to account for "flotation costs."
BGE proposes an adder of 25 basis points to reflect flotation costs. OPC supports an adder of 10
basis points for this purpose, while no other party supports any adder for flotation costs.

[28] The Commission has included flotation costs as a reasonable component of the cost of
common equity in prior proceedings, if the record reflects the need to include flotation costs.
Generally, those circumstances are encountered when the applicant for a rate increase has shown
the Commission that it intends tO issue common equity during the rate-effective period, and thus

will be incurring expenses for the issuance of the stock that should be reflected in rates. 20 (20)

However, the record in this proceeding is devoid of any need for flotation costs either in the
test year or the rate-effective period, that is, there is no evidence in the record that BGE intends
to or plans to issue any common equity or debt in the foreseeable future. Absent such evidence,
the inclusion of flotation costs would be speculative. Accordingly, the Commission does not find
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flotation costs to be necessary for the Company at this time, and makes no separate provision for
them for ratemaking purposes.

[29] Another "adder" to the cost of common equity proposed in this proceeding is BGE's
recommendation that the Commission provide the Company with a 40 basis point adder for
exceptional performance. Proposed by witness DeFontes and reflected in witness Avera's cost of
capital computations, it is intended to reflect BGE's operational, customer satisfaction and
financial performance results, in comparison to industry peers. That is, the performance adder is
intended to reward BGE for exceptional corporate performance by providing it with a tangible
bonus in its return on equity, thereby mimicking the fact that an unregulated company would
likely garner increased profits were it to achieve similarly outstanding results.

No other party supports this request. Those that comment on it express the general sentiment
that good performance is to be expected, and that achieving it may well result in the utility
earning a return level over and above that authorized by the Commission.

The Commission is not unalterably opposed to the Company's proposal. Since rate regulation
of monopoly service providers is intended to produce results similar to those encountered by
companies that operate in competitive markets, the proposal's general thrust is tenable.
Additionally, the Commission certainly possesses the authority to recognize exceptional
performance in the setting of rates, just as it can recognize substandard performance.

However, the Commission further observes that the timing of this particular proposal is
one-sidedly advantageous to the Company. That is, .the Commission doubts the Company would
have proposed a 40 basis point reduction to its requested return if it were in the midst of a period
of poor performance. In other words, the corollary to the Company's proposal should be that the
Commission could or should impose a performance penalty on a jurisdictional utility that
under-performs.

Additionally, the Commission expects good results and sets rates to recognize that
expectation. Therefore, for the reasons provided above, we decline to include a specific
performance adder in this proceeding.

The Commission is open, however, to a proposal forovert recognition in rates of
perfonnance levels, provided that the proposal is balanced, comprehensive, and consistent with
the statutory provisions governing the setting of base rates for jurisdictional gas public service
companies. The Commission will seriously consider a proposal for a comprehensive alternative
form of regulation that provides both the Company and its customers with opportunities to
realize benefits through incentives, provided that it also contains appropriate consequences for
poor perfonnance.

A final proposal to adjust the "bare bones" return on equity arises out of Rider 8. Rider 8 is a
tariff provision that serves as a "weather/number of customers adjustment clause." That is, when
the weather is warmer, Rider 8 will increase BGE's revenues because gas demand is lower than
normal. However, when the weather is colder than normal and gas demand is high, Rider 8
decreases BGE's revenues. The Company opposes any reduction in its rate of return based on the
effect of Rider 8, which reduces its risk of loss. OPC recommends a 20 basis point adjustment
while no other party supports a Rider 8 adjustment.
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For example, Staff witness VanderHeyden states that the proxy group data he analyzed
already incorporates the reduction in risk for weather or conservation mitigation. For this reason,
Staff recommends no reduction in the Company's return on equity to account for any lowered risk
due to Rider 8. The Company concurs with Staff that a reduction on return on equity in this case
is unwarranted. BGE witness DeFontes states that Rider 8 only allows BGE to recover approved
revenues and the Company does not see the need for a downward adjustment on return on equity.

[30] Based on the reasons provided by Staff and the Company, the Commission declines to
order a specific adjustment for Rider 8 effects.

The parties are separated by 220 basis points in recommended remens on equip/, with OPC
recommending a return 011 equity, after adjustments, of 9.7 percent, and BGE recommending a
return on equity, after adder adjustments, of l 1.9 percent.

As stated earlier herein, the rate of return must be sufficient to allow BGE to maintain its
financial integrity, attract capital on reasonable terms, and provide an opportunity to earn a return
that is comparable with other investments of equal risk. The Commission has reviewed in detail
all of the evidence and finds that there exists a range of returns within which the above can be
secured. That range of reasonable return on equity is between 10.8 percent and 1 1.1 percent. We
have placed the low end of the range near our finding in the WGL case previously cited herein,
Case No. 8959. Since that time, the costs of borrowing have been on an upward trend, as noted
earlier in this Order. Accordingly, it is reasonable to assume that investors expect long-term
capital costs to increase in response to the Federal Reserve's actions. Additionally, inflationary
pressures, particularly in the energy sector, have been affecting the economy, In short, since the
WGL case the reasonable finding is that investors expect modestly higher returns on equity.

The evidence here is also of a company that has a very high level of management and
superior performance as compared to its peer population, We declined above to make specific
provision for an adder based on performance, but will consider the Company's good performance
as an intangible.

After considering the evidence in this proceeding and the factors discussed above, the
Commission finds that a return on equity at the upper end of the range of acceptable returns is in
order. The Commission, therefore, finds that the appropriate return on equity in this case is l 1.0
percent.

4. Overall Rare of Return

Utilizing the capital structure, cost of debt, cost of preference stock and cost of common
equity identified above, the Commission determines thatBGE's cost of capital is 8.49 percent, as
set forth in the following chart:

[Graphic(s) below may extend beyond size of screen or contain dist;or t:ions.]
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Capital Ratio

Weighted

Cost Average

Long-Term Debt

Preferred Stock

Common Equity

Total

45.70% 6.03%

5.90% 7.02%

48.40% 11.0%

100.00%

2.76%

0.41%

5.32%

8.49%

When applying the 8.49 percent rate of return to the adjusted rate base of $791 ,907,000, the
Company's operating income requirement totals $67,233,000. After reflection of the adjusted
Test Year Operating income of $46,384,000, we find the Company experienced a net operating
income deficiency of $20,849,000, which becomes a total revenue requirement of $35,645,000,
as noted in Appendix I.

V. COST ALL OCA TION AND RA TE
DESIGN

A. Allocation of Proposed Increase.

I. General

Laurie H. Duhan presented the Company's 2003 Cost of Service Study ("COSS"). She states
that the purpose of a COSS is "to allocate a utility's embedded costs and revenue requirement,

and attribute cost causation, among customer classes." 21 (21) She further explains that three
steps are necessary to measure rate base and expense responsibility by customer class:
fictionalization, classification and allocation. BGE functionalized assets and expenses by
supply, storage and distribution inunctions. BGE's COSS classifies its functions as demand
related, commodity related, or customer related. Rate base and expenses in each of these
categories are then allocated to rate classes.

BGE witness Duhan proposes to allocate the revenue increase among customer classes in a
manner that moves each class's embedded rate of return (based upon the 2003 Cost of Service
Study) to within ten percent ("+/-l0 percent") of the system average return, with the exception of
Schedule PLG. Next, Ms. Duhan allocates the proposed overall revenue increase, net of the
expected reduction in late payment charge revenues and adjusted to +/-10 percent of the system
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average return, to customer classes in proportion to adjusted test-year base revenues. Schedule
PLG, which had a relative rate of return of -.30 is moved to a relative rate of return of zero. As a
result of revisions to the Cost of Service Study subsequent to her Direct Testimony, Ms. Duhan
revised her proposal with respect to ISM. She proposes that ISM's return be adjusted to equal the
system average since the revised Cost of Service Study put ISM within the +/-l0 percent band.

OPC presented the testimony of Paul L. Chemick. He maintains that BGE's +/-10 percent
bandwidth approach is inappropriate because it does not permit adjustments to maintain rate
continuity or to avoid rate shock. Mr. Chernick argues that reallocations beyond those proposed
by BGE need to be made in order to reduce the impact upon residential customer bills and bring
the residential return closer to the system average. Mr. Chemick argues that revenues earned
from the residential class have been too high and that the revenue allocated to Schedules IS, AIS,
and ISM should be increased so that the returns of these three classes are closer to the system
average. Additionally, he argues that any reduction in BGE's requested rate increase should be
applied first to the residential class until the point where the residential class increase equals the
Company's allowed rate of return, with any remaining reduction after that point is reached
distributed among all rate classes.

Staff witness R. Andrew Lawson supports the Company's allocation approach, including both
the +/-10 percent band objective and the allocation to customer classes in proportion to adjusted
test-year base revenues, subject to Staffs adjustments to the revenue requirement. MIG, through
witness Richard A. Baudino, asserts that the IS and AIS customers should receive no more than a
system average increase.

As discussed below, cost allocation issues can be particularly complicated, and their
resolution inherently involves judgments on the part of the parties and the Commission. In the
sections below, the Commission discusses and resolves the basic differences between the parties
on particular cost allocation issues, followed by the overall decision on the allocation of the rate
increase authorized herein.

2. Distribution Main Classification

A major cost of service study component is the classification of distribution mains. BGE
classified its distribution mains as demand-related, and allocated this investment to customer

classes based on each class's contribution to the Winter Non-Coincident Peak ("NCP"). 22 (22)
According to BGE, its mains are installed and sized to meet the demands customers place on the
distribution system during the winter heating season. Consequently, Ms. Duhan treats
distribution main costs as demand-related, not customer-related. BGE notes that it operates a
highly integrated and interconnected gas distribution system, which is designed to serve all
customers, and concludes that its allocation of distribution mains using the NCP method is in

accordance with Order No. 68706 in Case No. 8070. 23 (23)

OPC witness Chemick raised several issues regarding the allocation of distribution mains,
including four issues regarding the exclusion of loads from the NCP allocator. He says BGE did
not consider the hourly demands of AIS and IS customers on demand-free days in determining
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their NCPs, even though their maximum hourly demands could have occurred on these days. Mr.
Chemick asserts that BGE only considered loads in three winter months even though the
maximum hourly demand of large customers may occur in off-peak months. Third, the 2003
NCP of the AIS class may not reflect the elimination of the automatic interruption at a preset
temperature. He says recognition of this change could result in an increase in the class NCP of
AIS customers. Finally, Mr. Chernick says the NCPs used in the COSS for interval-metered
customers are not equal to and may be less than their actual 2003 maximum hourly demand.
According to Mr. Chernick, BGE does not explain why the actual data for AMR (automatic
meter reading) customers had to be adjusted.

Mr. Cherice is particularly critical of BGE for limiting the NCP to winter months. He
asserts that a significant portion of inten'uptible service distribution revenues are derived from a
commodity charge that is not seasonally differentiated. In addition, the firm commercial delivery
rates are not seasonally adjusted at all. Mr. Chemick concludes that BGE has not demonstrated
that high-class loads in months other than January-March do not have an effect on distribution
costs. Finally, he notes that in Case No. 8829 the COSS used annual NCP data.

Mr. Chemick asserts that BGE has overstated the NCP of the residential class. BGE
estimated the NCP of the residential class by sub-class rather than for the class as a whole. OPC
says the Company's approach ignores the diversity of load between heating and non-heating
customers. According to Mr. Chernick, if the NCP for the residential class as a whole is used, it
is about one percent less than the sum of the heating and non-heating NCPs.

Addressing OPC's concerns, Ms. Duran observes that BGE defines its winter heating season
as November through March, and that it developed the NCP allocation using all hours during
those months. Ms. Duhan also states that gas use during every day of the winter was considered
when determining the NCP for the intenuptible classes. Thus, the NCPs would be the same
whether or not they occurred on demand-free days. Ms. Duhan also clarified that the NCP for
AIS customers does not reflect any interruptions because there were none in 2003. Finally, BGE
states that it scales each interval-metered sub-class, whether they are equipped with an Automatic
Meter Reading device or if sample meters are used, to estimate the load for the sub-class
population to calendar month consumption as reported on BGE's financial statements. This
prevents over or understating loads and the contribution to the NCP allocator. BGE says this
same methodology is applied to each and every class, so as to be non-discriminatory.

Ms. Duhan states that BGE did not use non-winter months for the NCP allocator because
BGE designs its system to meet the demands of the cold winter heating season. Since non-winter
peaks do not cause BGE to invest in its infrastructure, they were excluded from the NCP
allocator because they do not cause additional peak demand costs.

BGE notes OPC's concern that BGE overstated the residential NCP since it is estimated by
sub-class rather than for the entire rate class. BGE says that to adequately allocate costs and rate
base to each sub-class the NCP allocator is detennined by sub-class. BGE says that using the
entire class to develop the NCP results in an allocator that remains essentially unchanged.

MIG witness Baudino asserts that BGE's NCP factor allocates too much cost responsibility to
the interruptible classes. Mr. Baudino argues that it is necessary to reduce the NCP allocator to

© Public Utilities Reports, Inc., 2006 42

I lllll 11--1-



PURchase

reflect the reduced reliability of service for intemiptible customers. He recommends a 10 percent

or 20 percent reduction for the IS and AIS classes as a reasonable adjustment.

BGE disagrees with MIG's proposal, stating that the costs associated with distribution mains
are properly allocated using each customer class's contribution to the NCP. BGE concludes that
the MIG proposal is arbitrary because it reflects interruptions that might not, and in the recent
past have not, occurred. Ms. Duhan notes that the NCP allocation could be lower for IS and AIS
customers if there were a distribution system interruption.

[31, 32] The Commission finds that BGE's 2003 COSS appropriately allocates the costs of
distribution mains on the basis of the Non-Coincident Peak methodology. As BGE testified, the
gas distribution system is designed based on the NCPs of customer classes. Consequently,
allocating costs on the NCP basis is consistent with customer class cost causation. Moreover,
Staff notes that BGE's allocation methodology is consistent with Commission precedent. Finally,
the NCP methodology provides a reasonable compromise between use of a coincident peak or a
total throughput allocation method. For these reasons, the Commission adopts BGE's use of the
NCP methodology for allocation of distribution mains.

3. Service Lines Allocation

I

OPC alleges that BGE's Services Allocator (lines that connect customers to the distribution
main) is based on an outdated analysis that is impossible to review and on annual updates since
1990 that over-allocate costs to the residential class. Mr. Chernick cites three flaws with BGE's
updates. He says BGE's updating method improperly assumes that retirements and replacements
are equally likely for brand new services as for older services, assumes that the large number of
residential conversions do not reduce the service investment for residential non-heating
customers, and allocates to the residential non-heating class replacements for services that no
longer exist.

Mr. Chemick presents his own analysis, which results in a reduction of over one percentage
point in the share of services costs allocated to the residential class as a whole. However, Mr,
Chemick says even his analysis has deficiencies. First, a lack of data prevented him from
analyzing all of the annual updates since 1990, and second, it is unclear how well the base study
(in 1990 or before) accounted for the effect of the customer class and usage on the diameter,
length and cost of a service. Moreover, he says it is unlikely that BGE has accounted for the
sharing by many residential customers of a single service line to a multi-family building. Mr.
Chernick concludes that correction of these deficiencies would probably result in shifting more
of the allocator (particularly residential non-heating) to commercial classes.

BGE witness Duhan states that OPC's approach for allocating services relies on complicated
and capricious assumptions. She states that BGE allocates service retirements and replacements
based on each customer sub-classes' investment at the end of the prior year. She says Mr.
Chemick treats replacements and retirements separately, adjusting the replacement allocator by
reducing the balance of the Company's investment in replacement costs by retirement
expenditures. Ms. Duhan points out that over time OPC's approach would result in a negative
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investment used to allocate service replacements.

Ms. Duhan asserts that Mr. Chernick incorrectly adjusted the allocation of retirements
because he mistakenly assumed that conversions are residential customers that switch from the
non-heating to the heating sub-class. However, since these residential customers are adding new
gas service to an existing home without gas, CPC's adjustment overstates the retirements
attributed to the non-heating sub-class. Moreover, BGE says its 2003 COSS reflects the reduction
for investment in services associated with the residential non-heating sub-class. According to
BGE, the residential non-heating sub-class received approximately two-thirds of the total
reduction associated with BGE's service rate base. Finally, BGE says OPC incorrectly attempts to
correlate the housing stock in the Baltimore area with the number of shared residential services
because there is no one-for-one correlation between the type of house and whether a service is
shared or not. Ms. Duhan notes that only OPC expressed concern about the Company's service
allocation methodology. She concludes that BGE's Service Study fairly allocates service related
costs among its customer classes.

The Commission has reviewed the record and finds that BGE's Services Study should be
accepted. BGE addressed the flaws in OPC's analysis. No other party supports OPC. Therefore,
the Commission accepts BGE's Service Allocator.

4. ISM Cost Allocation and Rate Design

Nicholas Phillips, Jr. testified on behalf of ISM. According to Mr. Phillips, rates for ISM
should reflect the fact that only a portion of BGE's gas system can be used to serve this large
customer. Mr. Phillips recommends three alternatives to establish ISM's rates: i) allocating to
ISM only (a portion of) the costs of mains of sufficient size to provide service to ISM (i.e., pipes
12 inches or larger in diameter), 2) directly assigning the costs of the Manor Line to ISM, or 3)
recognizing a customer component to distribution mains. While Mr. Phillips prefers his first
alternative, he says that allocating costs to ISM using any of these alternative methods
demonstrates that even BGE's existing rates are excessive. Mr. Phillips says allocating only the
cost of mains that are of a sufficient size to provide service to ISM most accurately assigns to ISM
the costs of facilities that BGE uses to serve its largest customer. Additionally, Mr. Phillips
argues that BGE has failed to support its proposal to allocate production and storage facilities to
ISM.

As to ISM's observation, Ms. Duhan states that BGE's gas system is designed to deliver gas to
Finn service customers, including ISM, up to its Billing Demand level, plus Critical Use Gas
volumes, during extreme weather conditions. In addition, she states that the primary purpose of
BGE's LNG and Propane facilities is to augment its ability to meet distribution design capacity .
needs of Finn customers. This allows the company to reduce its investment in distribution pipes.
As a (partially) firm customer, ISM contributes to BGE's peak day costs. Therefore, BGE
concludes that ISM should be allocated a portion of these system costs.

BGE opposes ISM's second and third alternatives, but proposes developing a COSS based
upon ISM's preferred approach for its next gas base rate case. Ms. Duhan noted that BGE
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typically uses the Manor line to provide gas service to ISM, however BGE also has the flexibility
to use, and has used, other mains to deliver gas to ISM. Since ISM benefits from the system's
interconnectivity, BGE concludes that direct assignment of the Manor Line is not appropriate.
Ms. Duhan did concede that there is "some merit" to Mr. Phillips' recommendation that ISM
should only be allocated a portion of mains sufficient to serve its load. Therefore, she
recommends developing an alternative COSS based on loG's preferred allocation methodology
for presentation in the Company's next gas base rate case. Finally, Ms. Duhan notes that BGE
recommends holding ISM's return to 91 percent of the system average to recognize ISM's
contribution to the system and Maryland's economy.

[33, 34] Based upon the record in this proceeding, the Commission accepts BGE's allocation
and BGE's tariff proposal for ISM. The record reflects that ISM is a Finn service customer, up to
its billing demand, and that BGE's gas system is designed to meet the needs of all firm service
customers. However, the Commission agrees with the Company's proposal to present a new Cost
of Service Study that would include, as at least one alternative, an analysis based upon ISM's
preferred methodology in its next gas base rate proceeding. That study should examine cost
causality in a manner that distinguishes between high-pressure mains and low-pressure mains
that are not capable of serving ISM. Therefore, the Commission directs the Company to provide
testimony and information on this issue in its next gas base rate case application.

5. Allocation ofEnvironmentaI Costs.

BGE allocates environmental clean-up costs for the Spring Gardens site as part of total
demand-related costs. OPC witness Chernick argues that, to the extent environmental clean-up
costs are allocated based upon cost causation, these costs should be allocated according to annual
commodity costs, and since there was no delivery service at the time of cost causation, the
commodity measure should be throughput, not sales. Mr. Chernick concedes that a portion of the
clean-up costs might appropriately be allocated on some distribution basis if the current use of
the site increases the clean-up costs. He argues that the Company has not established that current
use of the site has any effect upon the clean-up costs, or that any part of the clean-up costs relates
to any factor other than the manufacture of the commodity. Further, Mr. Chernick argues that
some customers' loads are no longer included in the coincident peak allocator, so use of that
allocator is no longer appropriate.

[35-37] The Commission is not persuaded that the change in allocation advocated by OPC is
warranted or supported by the record evidence. The environmental clean up of the Spring
Gardens site is an unusual expense that is appropriately allocated across customer classes in the
same manner as demand-related costs. Significantly, no party other than OPC obi ects to this
treatment, and this treatment is consistent with the last two rate cases. Therefore, BGE's
allocation of these costs is accepted.

6. Cost of Service Study Finding and Conclusion
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The Commission finds that BGE's 2003 COSS appropriately allocates the costs of providing
service to its gas customers, a conclusion supported by Staff in all essential aspects. Staff also
notes that BGE's allocation methodology is consistent with Commission precedent. For these
reasons, the Commission adopts BGE's 2003 Cost of Service Study for use in this proceeding.

7. Revenue Requirement Allocation Findings and Conclusion

[38, 39] On the broader issue of assignment of the rate increase among the customer classes,
the Commission finds, subject to its revenue requirement analysis, that BGE's
allocation of the rate increase is supported by the record. As noted above, the 2003 Cost of
Service Study, the foundation upon which implementation of rate increase allocations for the
customer classes is based, is consistent with the Commission's previous decisions. The
allocations using the banding proposal move all customer classes closer to the system average
rate of return, consistent with the Commission's long-standing precedents of avoiding rate shocks
to any particular customer class when possible. Staff also supports the allocation methodology.

As to ISM, Ms. Duhan's revised proposal provides appropriate recognition at this time of
ISM's circumstances. The Commission further directs additional investigation of ISM's allocation
proposals, as noted above.

In sum, BGE's allocations are fair, reasonable, consistent with precedent, based on an
appropriate cost of service study, and in the public interest. Therefore, they are adopted for use
with the revenue requirement findings also adopted in this Order,

proposed

B. ISM MW.

As alluded to above, BGE witness Duhan proposes that ISM's billing demand level be locked
in at 160,000 terms per day. The proposed delivery price has two blocks, with a price decrease
after the 6,000,000 therm mark. Delivery up to the billing demand level is under Schedule C,
Non-Standby service. Delivery above that level is under Schedule IS, with the Company able to
call for interruption on only two hours notice, of up to 100,000 terms per day. The Commission
finds this proposal reasonable and hereby approves it.

C. Customer Charges

BGE proposes raising the residential (Schedule D) Customer Charge from $12.25 to $13.25.
According to BGE, this change will result in all residential customer-related costs being
recovered through the customer charge. BGE also proposes raising the Schedule C Customer
Charge from $27.00 to $35.00. Company witness Duhan says that with this increase the Schedule
C Customer Charge will now recover 71 percent of customer-related costs. No party opposed the
increase in the Schedule C Customer Charge.

OPC opposes an increase in the residential customer charge. According to OPC, BGE's Cost
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of Service Study is flawed and does not justify the increase. OPC witness Chemick says the
customer charge is based on the average cost per customer, which fails to account for the effect
of customer size on cost. Since many customer-classified costs vary with the size of the
customer, Mr. Chemick says these costs should be recovered through the commodity charge. He
concludes that it would make more sense to increase the delivery charge and encourage more
efficient use of gas. OPC also asserts that BGE's COSS incorrectly classifies certain costs as
customer-related, which is particularly burdensome for non-heating residential customers.

BGE responds that its goal is to move toward recovering 100 percent of customer-related
costs through the customer charge. BGE concurs with OPC that using an average cost per
customer does not take into account the effect of customer size on cost. However, BGE states
that it did not use the average cost per customer because it would have over 600,000
combinations of customer charges. BGE concludes that its proposed residential customer charge
of $13.25 is appropriate because it is cost based for that class as a whole, and that the differences
per customer are not so great as to make that averaging unsuitable.

[40-42] Customer charges are designed and established to collect certain costs that do not
change with consumption level. For example, the Company maintains meters and performs
billing functions the costs of which it must incur regardless of whether any specific customer
uses $1 or $100 worth of natural gas in a given month. The costs for such items are fixed ...-- it is
the existence of the customer, not the amount of gas that he or she uses, that results in BGE
incurring the charges.

The Commission has for some time moved towards greater recovery of fixed costs from fixed
customer charges because, to the extent practical and reasonable, costs should be recovered in a
manner reflecting how and why they are incurred. Setting customer charges at something less
than the level needed to recover fixed costs means that fixed costs get recovered through the rates
for usage, which results in higher volume users subsidizing low usage customers. While OPC
rightly observes that such practices provide additional inducements to conservation, the
subsidization components of OPC's proposal make those inducements unfair.

OPC also takes issue with the averaging that does occur within the residential customer class.
Such averaging is a necessary component of ratemaking, unless one is to design a different rate
for each customer, which is impractical for BGE's residential customer class.

The Commission finds that BGE has supported its proposed change to the residential
customer charge. However, Staff points out that residential customer costs have been decreasing
recently. Consequently, the Commission will establish the residential customer charge at $13.00

per month. 24 (24) No party contests the proposed $35 Schedule C Customer Charge and it will
be adopted because it moves toward full fixed cost recovery through the customer charge.

D. Penalty for Failure oflnterruptible Customers to Interrupt as Required.

BGE witness Duran proposes demand prices designed to recover 100 percent, instead of 50
percent, from the non-voluinetric rate components for the twelve-month period following a
failure to interrupt by an interruptible customer. This results in a demand price increase for that
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twelve-month period, as a consequence of the failure to interrupt, Hom $2.97 per decatherm

("nth") of gas to 837.32 per nth for IS Schedule customers, and from $3.49 per nth to $10.15 per

nth for AIS Schedule customers. In her rebuttal testimony, Ms. Duran agrees with OPC witness
Chernick that the penalty provisions for interruptible customers may not provide sufficient

economic incentive for them to comply with the interruptible provisions of their rate schedules.

OPC witness Chernick criticizes BGE's penalty provisions on two bases. First, he argues that

the penalties are so low that interruptible customers have no incentive to interrupt since their bills

will remain lower than the bills of Schedule C customers even if they pay the penalty. Second,
the penalty provisions do nothing to encourage shortening of an interruption failure or to prevent
repetition of a failure to interrupt. Mr. Chernick does not propose specific penalty provisions, but

he does list features that he believes a penalty structure should include. Mr. Chernick opines that

the penalties should be designed so that customers who fail to interrupt as required end up paying

more than firm Schedule C customers. Mr. Chernick asks the Commission to require BGE to

demonstrate that "few, if any, customers could reduce their bills by being non-complying

interruptible customers, rather than by being on the applicable firm tariff." 25 (25)

OPC also criticizes the Company's proposal to eliminate the alternative fuel capability

requirement for IS customers. Mr. Chemick notes that eliminating this requirement reduces costs
for a customer selecting this interruptible rate schedule, but increases a customer's costs if there

is an interruption. He says that as long as the IS penalty charges for an interruption are too low,

eliminating this requirement will likely attract more customers to the IS rate schedule but with

reduced incentives to comply with an interruption request. OPC concludes that until BGE has

adequate interruptible rates in place, the alternative fuel capability requirement should not be

eliminated.

BGE notes that eliminating the alternative fuel capability requirement does not jeopardize the
integrity of BGE's distribution system, provided that an interruptible customer complies with an
inten'uption request. Ms. Duhan states that all Schedule IS customers are required by the tariff to

stop using gas during a Distribution System Interruption. She argues that it does not matter how

customers interrupt, what is important is that they do interrupt. She notes that for some customers

it may be more economical to shut down operations rather than maintain alternative fuel

capability. BGE concludes that as a last resort, if the system is in jeopardy, it can and will

physically shut off an intenuptible service customer who fails to intemlpt.

Staff witness Lawson agrees that neither the existing nor the proposed penalty structure is

entirely sufficient to ensure that all interruptible customers will in fact interrupt as required. In

this connection, Mr. Lawson notes OPC's point that failure to intemlpt will still result in lower

bills for intenuptible customers than firm customers under Schedule C receive. Mr. Lawson does

not call for alterations to the penalty structure, but does ask that the Company be required to

monitor compliance. MIG witness Baudino disagrees with OPC's and Staffs assessments,
asserting that the penalty provisions provide sufficient incentive to ensure compliance with

interruption requirements.

[43-45] The Commission accepts the penalty provisions proposed by the Company because
no evidence was presented that intenuptible customers will not interrupt if required to do so.
However, the Commission is concerned that these penalty provisions may prove insufficient to
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ensure full compliance. Consequently, the Commission directs BGE to monitor compliance and
to report any problems with compliance to the Commission. If the Company believes changes to
the penalty provisions are necessary, it should work with Staff, MIG, OPC and other interested
parties in devising proposed revisions.

E. Annual Interruption Test.

BGE witness Duhan initially proposed adding a provision to Schedule AIS that mirrors
existing language in Schedule IS that permits the Company to run annual interruption tests with a
minimum of six hours notice. MIG opposed this proposal, and offered a counter-proposal, which
the Company accepted.

The new proposal includes two parts, the first of which is an annual mandatory test of BGE's
and the customers' communications systems. The second part of the proposal requires either
certification by a licensed professional engineer that equipment or procedures are in place to
interrupt for at least four hours with six hours notice, or active participation in the test
interruption. Rather than an annual test, the new proposal requires either testing or certification
every three years, except that material changes to a customer's equipment or processes require a
new certification by a licensed professional engineer.

Customers that elect the certification process rather than testing are also required to provide
annual certifications from the plant manager that no material changes to equipment or processes
have been made, and that the customer will interrupt if called upon. The new proposal also
provides for a one-time waiver of the interruption penalties to allow for correction of problems
and the evaluation of the appropriateness of the rate schedule for the customer. Customers that
fail the interruption test must submit to a second test, failure of the second test results in the
application of penalties.

Upon review, the Commission concludes that the BGE/MIG proposal is worthy of
implementation in the effort to ensure that intemlptible customers are capable of interrupting
when called upon, thus enhancing the integrity of the system and aiding the reliability of service
for firm service customers. The Commission accepts the settlement proposal.

F. Elimination of Gas Air Conditioning Rider.

[46] BGE witness Duhan proposes the elimination of Rider 5, the Gas Air Conditioning
Rider. She notes that the market for gas air conditioning did not develop as anticipated when
Rider 5 was created, and also notes that only four customers take advantage of Rider 5. Ms.
Duhan explains that continuing Rider 5 would require the calculation and approval of a delivery
rate that is applicable to only four customers for only seven months of the year. She states that
the Company contacted all four customers, and that none object to the discontinuation of Rider 5,
two of the four no longer even have their gas air conditioning equipment in place.

The only party objecting to the elimination of Rider 5 is OPC. OPC witness Chemick asserts
that the costs of continuing the program are outweighed by the potential benefits of the program,
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and that gas air conditioning technology may gain acceptance in the future.

The Commission observes that the affected customers do not object to the Rider's
discontinuance. The Commission agrees that it is appropriate to eliminate Rider 5 since the
program is not used and therefore provides little to no net benefit to the system as a whole. The
Company or others may propose to re-institute the Rider if future circumstances warrant it.

G. Service Upgrade Charges

While BGE witness Duran agrees that upgraded service facilities for "standard" gas use
applications should continue to be provided without charge to the customer, she asserts that
upgrades for non-standard applications that will not produce a fair return to the Company should
require a customer contribution. Ms. Duhan argues that residential customers, as a rate class,
should not have to bear the costs of these non-standard applications, which instead should be
borne by those causing the costs. Ms. Duhan urges the Commission to allow BGE to treat
installations of upgrades intended to accommodate non-standard gas service applications in the
same manner as new service installations.

OPC witness Chernick argues that BGE has not provided any economic tests to support its
assessment regarding the lack of a fair return from non-standard gas service applications and has
not identified a complete list of non-standard applications. Mr. Chemick does agree that
assessing such charges would reduce BGE's investment in uneconomic new service lines. He
contends, however, that the capability of new load to yield a return on the investment in pipe
"depends on the amount of gas used by the load and the shape of the load, particularly its
distribution between summer and winter, as well as the load's tendency to follow system load,

exacerbating peaks." 26 (26) He argues that assessing a charge based solely on arbitrarily selected
end uses, without evidence that the particular end use will likely not cover the costs of the
installation, discriminates against particular end uses.

Mr. Chemick asserts that upgrade charges should not be assessed in either of two situations.
First, upgrade charges should not be assessed if the net additional revenues of the installation are
greater than the net revenues for a space-heating conversion using a similar service line. Second,
upgrade charges should not be assessed if the new load serves a special need, such as a medical
need, for a residential customer who would be unduly burdened by the charge.

[47, 48] The Commission finds that BGE should be pennitted to assess charges for new gas
line installations necessitated by customer additions of non-standard usage equipment such as
outdoor swimming pool heating systems or electric generators. The Commission finds that
treatment of such installations in the same manner as new service installations is appropriate.
Otherwise, the residential customer class as a whole will bear the costs of gas service
installations for non-standard applications, since such installations cannot be expected to yield
revenues that recover the cost of the installation. The Commission is not persuaded that OPC's
approach, which entails examining the quantity of gas used and the shape of the load in each
customer-specific circumstance, will yield a sufficiently more accurate, much less cost-effective,
determination of which installations should be subject to charges to justify the expense of the

© Public Utilities Reports, Inc., 2006 50



PURchase

analysis.

The Commission further determines that OPC's proposal that BGE not charge residential
customers for service upgrades for medically necessary equipment is not sufficiently developed
at this time. The Commission requires more information on the nature of such equipment, the
frequency of its installation, and whether service upgrades typically are necessary in order to
allow its use. The Commission advises People's Counsel to explore these matters with the
Company and advise the Commission if in fact such provisions are necessary and, if so, provide
the Commission with a reasonable proposal for implementation.

H Miscellaneous Issues

I. Use of8GE Gas by Schedule C Non-Standby and Interruptible Service Customers.

BGE notes that Schedule C Non-Standby and interruptible customers do not participate in
BGE's Gas Commodity Service. Therefore, BGE says the price for BGE gas when used by these
customers should recover the cost of purchasing that gas, as well as a modest disincentive for
relying on BGE gas. Ms. Duhan notes that these minor changes reflect only an approximately
$10,000 change in rates for these customers. Only MIG objected to these proposed changes.
Based upon the record, the Commission finds that these modest changes are appropriate for this
service for the reasons noted.

2. Simplyieations, Clarifications and Reorganization

Ms. Duhan also presented simplifications, clarifications and reorganizations of all of the rate
schedules iN her Direct Testimony. She notes that these changes are proposed to become
effective February 2006, concurrent with changes approved in Case No. 8950 Phase II. These
changes are not contested and will be accepted by the Commission with a February 2006
implementation date.

3. Uncontested TarwRevi5ion5

In Appendix C to BGE's Initial Brief, the Company lists a number of uncontested tariff
revisions. Inasmuch as there is no dispute that these are appropriate tariff revisions, they will be
.accepted.

VL CONCL USION

111 conclusion, the Commission finds that the application of Baltimore Gas and Electric
Company filed on April 25, 2005 seeking to increase gas base rates by $52.7 Million should be
rejected. Instead, the Commission finds that a revenue increase of $355645,000 will result in just
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and reasonable rates, and the Company may file amended schedules of rates and tariffs in
accordance with the findings and decisions of this Order.

IT IS, THEREFORE, this 21st day of December, in the year Two Thousand Five, by the
Public Service Commission of Maryland,

ORDERED: (l) That the application of Baltimore Gas and Electric Company for an increase
of $52.7 Million in gas base rates is hereby denied,

(2) That the fair value of the Company's property used and useful in rendering service to the
public is determined to be $79l,907,000, and the Company's test year adjusted operating income
is determined to be $46,384,000,

(3) That the just and reasonable rate of return for the Company is 8.49 percent, which when
applied to the rate base determined in this proceeding and reflecting the operating income, results
in a revenue deficiency of $35,645,000,

(4) That Baltimore Gas and Electric Company may file amended schedules of rates and tariffs
in accordance with the findings of this Order, which shall result in an increase of not more than
$355645,000 in the gross annual revenues of the Company,

(5) That the Company and Staff shall comply with the directives of this Order with respect to
future studies and reporting requirements,

(6) That the motions to correct transcript of Baltimore Gas and Electric Company and ISM
Sparrows Point, LLC are granted,

(7) That the Motion to Strike the Alliance letter of October 28, 2005 is denied in accordance
with the discussion in this Order.

(8) That all other pending motions not granted by action taken herein are denied.

Harold D. Williams
Karen A. Smith
Charles R. Boutin
Commissioners

APPENDIX I

RA TE BASE AND REVENUE REQUJREMENI
(000)

(07/31/05 Test Year)

[Graphic(s) below may extend beyond size of screen or contain dis tor sons.]
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Unadjusted Rate Base $793,665

Uncontested Adjustments

Eliminate unamortized deferred conservation balance 66

(25)

(243)

Adjusted unamortized gains on real estate sales

Adjusted unamortized deferred environmental costs

Eliminate unamortized balance TVSERP asset (154)

Contested Adjustments

(2 165)IEffect on CWC of Operating Income Adjustments

Annualize allocation of common uti l i ty costs 3 507.I

Reflect CWC interest: and dividends expense lag (2 744)1

Adjusted Rate Base $791,907

X 8.49% ROR B.49%

67,233Operating Income Requi rement

Adjusted Operati ng Income 46 384I

20,849Operating Income Deficiency

Conversion Factor 0 . 5849

REVENUE REQUIREMENT $35,645,000

APPENDIX 11

OPERA TING JNCQME
(000)

(07/31/05 Test Year)

[Graphi <:(s)  be l ow may extend beyond s i ze  o f  sc reen o r  conta i n d i s to rt i ons . ]
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Unadjusted Operating Income $51,210

Uncontested Adjustments

834Eliminate certain advertising, lobbying expenses

Eliminate return of conservation surcharge 5

Amortize gains on sale of real estate 35

Eliminate shareholders portion of gas margin sharing (5 871)r

3Eliminate shareholders portion of compliance costs

Annualize amortization of deferred environmental costs 982

Annualize wage adjustments

Annualize increases in taxes other than income

(368)

(186>

(81)Reflect Increase in Customer Deposits

Eliminate electric portion of maps and record costs 462

Eliminate TVSERP abort izat; ion 334

Eliminate Revenue from General Motors (305)

contested Adjustments

Annualize AFC 21

Tax effect of pro forma interest (927)

(2 206)Annualize allocation of common utility costs I

Annualize PSC assessment 47

Revise 2002 VSERP amortization 2395

ADJUSTED OPERATING INCOME $4.6 384I

DISSENTING OPINION

Scnisler, Chairman, and Freifeld, Commissioner, dissenting.

[49-52] The rate increase authorized by the majority in this Order is $3,397,000 greater than
is just and reasonable, as is clearly evident from the record in this proceeding. Contrary to sound
judicial and regulatory precedents, the majority Order sets a new, flawed course for the
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Commission. In our view, this new course fails to reflect the consumer interest in an efficient
capital structure. The majority's acceptance of the Company's actual capital structure for use in
setting utility rates imposes unnecessary costs on customers, costs unrelated to the provision of
utility service. Specifically, in this case the majority overlooks the function of lower cost
short-term financing of variable capital requirements for an efficient public service company. In
so doing, the majority unfairly burdens ratepayers with several million dollars in excess costs.

A major disputed issue in this proceeding is the raternaking implications that flow from the
absence of any short-tenn debt in Baltimore Gas and Electric Company's (BGE) actual capital
structure during the test year. The Company urges the Commission to accept its actual capital
structure for ratemaking purposes. 1 (27) However, People's Counsel, Staff, and Maryland
Industrial Group each propose ratemaking adjustments that have the effect of imputing
short-term debt as a part of the capital structure. The Commission's long-standing precedent with
respect to the issue is a preference for "using the Company's actual capital structure or that
structure projected to exist during the rate effective period absent clear evidence on the record
that such a structure will be unnecessarily burdensome to ratepayers." 2 (28) In our view, the
record reveals that the Company's actual capital structure is unnecessarily burdensome to
ratepayers.

In determining that the actual capital structure utilized by BGE is unnecessarily burdensome
to ratepayers, we hasten to add that we are not suggesting any imprudence or impropriety in the
Company's actual capital structure. As will be discussed below, there may be entirely rational
business reasons for the Company's choice of a capital structure that may, at the same time,
create an unnecessary burden to ratepayers. The two concepts are not at all mutually exclusive.
We emphasize this point at the outset because it appears that the polestar of the majority's
decision not to review the reasonableness of BGE's actual capital structure for ratemaking
purposes is the absence of allegations of imprudence on the record. We agree that the Company's
selection of a capital structure is not imprudent, but that does not end the inquiry.

Short-tenn debt is considerably less expensive than long-tenn debt or common equity. In this
proceeding, for example, the cost of common equity is determined to be l l%, and the cost of
long-term debt is 6.3%. Expert testimony in this proceeding places the cost of short-term debt at
3.61% to 3.66%. A capital structure that includes no short-term debt imposes unnecessarily high
financing costs on ratepayers. In theory, efficient firms should have a mixture of long-tenn and
short-term financing instruments that rationally follow the relative variations in capital needs and
financing costs over time. This minimizes the cost of capital, and also reflects a reasonable
amount of risk. The record indicates that short-term debt is a normal requirement of the gas
distribution business due to the seasonal variation in the need for capital associated with gas
service. For example, the group of 14 comparable gas companies presented in this proceeding by
both Drs. Avera (for the Company) and King (for People's Counsel) had capital structures
containing as much as an l 1% short-tenn debt component during the period 2002-2004. During
2002, 10 of the 14 companies maintained short-term debt, during 2003, 12 of the 14 companies
maintained short-term debt, and during 2004, 13 of the 14 companies maintained short-term
debt.

BGE is a wholly-owned subsidiary of the Constellation Energy Group (Constellation), a
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holding company with regulated and unregulated business affiliates in Maryland and elsewhere.
The dispute here arises in the context of BGE's participation in a money pool run by
Constellation for the use of Constellation's affiliated companies. Various entities within the
corporate family both lend and borrow money from the money pool to support the capital needs
of the individual companies. The money pool serves the commonwealth interests of
Constellation and its affiliated companies. We assume this arrangement is in place because it is
the most efficient means to raise a portion of the capital needs of the variety of companies in the
Constellation family.

We are not critical of the money pool arrangement, and we are not critical of BGE's
participation in it either as a borrower or a lender. The issue of concern from a ratemaking
perspective is Constellation's reliance upon BGE as an overall net source of capital to the money

pool, and the capital costs incurred by BGE in making funds available to the pool. 3 (29) For
Constellation, the arrangement makes sense. BGE, as a relatively stable regulated utility with
sound credit and substantial assets, has the ability to borrow funds from outside lending
institutions at favorable interest rates that are lower than could be obtained by other BGE
affiliates, engaged in competitive lines of business. Within reason, and we believe BGE's level of

participation in the money pool has been sofa reasonable, 4 (30) it appears a sensible choice for
Constellation to utilize BGE as a low cost source of capital for the money pool.

BGE produces funds in excess of its needs for much of the year and makes that cash available
for loans through the money pool to its affiliates. Constellation has an interest in seeing that the
money pool utilizes least cost capital, and it may be that BGE is an attractive place to find it.
However, in doing so, the money pool imposes extra costs on BGE that would not be borne by
the Company if it were not affiliated with Constellation.

But for its relationship with Constellation, BGE's carrying of excess cash (at long-term rates)
throughout most of the year would reflect an unduly conservative asset management strategy that
would likely be considered imprudent. Yet it is not imprudent from the perspective of the
corporate whole of Constellation. We are not setting rates for Constellation in this proceeding.
We are setting rates for BGE. In doing so, the capital structure utilized for establishing BGE's
cost of capital ought to reflect conditions appropriate for BGE. It is an inappropriate regulatory
treatment to allow BGE to pass the extra burden placed upon it by its parent on to its ratepayers.
These costs are incurred for the benefit of the parent, not BGE, and are a result of a capital
borrowing strategy that results in excess cash on hand (carrying long-term rates) that is not used
and useful in the provision ofutility sewice. Accordingly, some regulatory device is necessary to
unwind what would otherwise bea deface subsidy from BGE ratepayers to Constellation and its
unregulated affiliates.

It is entirely appropriate for BGE and Constellation to decide on the capital structure to be
used in the consolidated operations. It is similarly appropriate for BGE to participate in
Constellation's money pool because the arrangement makes sense from the overall corporate
perspective. However, it is clear that BGE's approach to this issue, and involvement in the pool,
imposes costs on its ratepayers, which would not occur if BGE were a stand alone gas company.
The record indicates that BGE has raised capital at the relatively more expensive rates associated
with long-term debt and common equity and has not taken advantage of the relatively less
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expensive short-term debt available to it. This may make sense from an overall holding company
perspective, but it creates excess costs for the regulated company whose rates are being
determined in this proceeding. The majority decision rendered herein passes on these higher costs
to customers.

By virtue of the Commission's Order, BGE will be effectively raising higher cost capital at
the higher weighted average cost of capital, recovering these costs from ratepayers, and lending
excess funds to its parent at the lower short-term rates. BGE makes capital available to its parent
at the considerably lower rates associated with short-term debt, the record indicates that
borrowings from the pool occurred at rates as low as l.5%. Again, this arrangement makes sense
from the corporate perspective and BGE and Constellation are free to arrange their affairs in this
way. However, the Commission's responsibility is to set just and reasonable rates for customers
of BGE. Rates cannot be just and reasonable when BGE fails to avail itself of low cost short-term
debt, yet makes excess funds available to its parent at precisely the types of rates which it forgoes
on behalf of its customers.

Staff Witness Lee has proposed a ratemaking adjustment to the revenue requirement
calculation that has the effect of including a modest short-term debt component in the capital
structure. He and others noted in this regard that the capital structure proposed by BGE in this
proceeding, in a departure from the prior case (and indeed from all prior cases of which the
Commission is aware), no longer includes short-term debt.

Lee's methodology reduces rate base by amount closely approximating the short-term
assets reflected in BGE's books. Lee's methodology addresses the short-term debt concern
without imputing short-term debt into a hypothetical capital structure for calculating the
Company's weighted average cost of capital.

People's Counsel Witness King proposed a hypothetical capital structure for ratemaking
purposes which includes a larger short-term debt component. King's methodology has the effect
of reducing the weighted average cost of capital to reflect the inclusion of lower cost short-term
debt in the capital structure. Both of these methods do essentially the same thing, and differ
primarily in the amount of short-temi debt to be imputed. If Lee's rate base and income
adjustments are translated into a hypothetical capital structure, he imputes short-term debt at
4.1% of the capital structure of BGE, and reduces the common equity, preferred stock, and
long-term debt components by proportionate amounts from the actual capital structure. King's
methodology imputes 7.9% of short-term debt into BGE's capital structure.

We conclude that in order for rates to be just and reasonable the adjustment proposed by Staff'
Witness Lee must be made. Both methods are equally valid means of addressing this situation.
Indeed, King's method is the more traditional approach. As was observed in a prior Commission
case, in which short-term debt was imputed, there is some difficulty in detennining the precise

level to be included in the capital structure. 5 (31) Of the two proposals on the record, Lee's is the
more conservative. Lee supported his choice of inputs based upon the actual short-tenn assets on
the Company's books. His approach strikes a fair and valid balance, and is a reasonably precise
way of analyzing the problem. Having reviewed the analyses of both Lee and King, and
contrasting them to the arguments of the Company, we would employ Lee's adjustment in this
case.
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The majority's acceptance of the Company's position on this issue will create costs for the
ratepayers, which would not occur if BGE were a stand alone gas company. BGE will be raising
more higher cost capital than is necessary for daily operations, with the added expense being the
cost responsibility of ratepayers, and lending excess funds to other Constellation affiliates at
lower short-tenn rates.

BGE asserts one substantive argument against imputation of short-term debt. In essence the
Company argues that its decision to forgo use of short-tenn instruments was a reasonable
exercise of management discretion, and that "[a]t this time, short-term debt is not necessarily
cheaper than long-term debt, especially when taking interest rate risk and the flat yield curve into
account." While the spread between short-term and long-term rates may have narrowed, it is clear
that short-term rates remain below long-term rates. Moreover, while the Company's assertions
may well support a conclusion that the portion of the capital structure represented by short-term
debt should be less than it would be given larger spreads, it does not support a conclusion that a
capital structure with no short-temi debt is appropriate. Also, a review of utility rate cases
conducted before this Commission over a lengthy time frame indicates that the approved capital
structures for ratemaking almost universally include a short-term debt component, in a variety of
interest rate environments. Finally, we note that through affiliate participation in the money pool,
Con-
stellation employs short-term debt in the operation of its unregulated businesses. As a ratemaking
matter, a regulatory treatment that acknowledges the proper function of short-term financing in
the gas utility business operations would be appropriate for the benefit of BGE's customers also.

The judicial and regulatory precedents in support of the treatment noted above are quite
overwhelming. First, with respect to adopting an alternative hypothetical capital structure, the
oft-stated precedent of a general preference for an actual capital structure presupposes the
Commission's authority to adopt an alternative, where appropriate. It states a preference for
"using the Company's actual capital structure or that structure projected to exist during the rate
effective period absent clear evidence on the record that such a structure will be unnecessarily

burdensome to ratepayers." 6 (32) (emphasis added), Inasmuch as the record demonstrates the
excess costs to the utility due to the absence of short-term debt as a part of its capital structure,
we suggest our view of the matter is entirely in harmony with this precedent.

The authority of the Commission to utilize a hypothetical capital structure for ratemaking is
settled law in Maryland, and is in accord with precedents throughout the country. In C&P
Telephone Co. of Marj/land v. PSC (C&P), 230 Md. 395 (1962), the utility challenged the
authority of the Commission to approve a tax adjustment in a rate case, which action effectively
imputed a different capital structure than that which was used by the Company. This case is
particularly on point here because C&P had arranged its 'achlal capital structure, which C&P was
seeking to have the Commission utilize for ratemaking, for the purpose of conferring a benefit on
AT&T, C&P's parent company. C&P argued that the Commission's action invaded the
prerogatives of corporate management, and that the Commission could only make such an

adjustment on a finding of "abuse of discretion, bad faith or wastefulness." 7 (33) The Court
explicitly rejected the Company's argument in upholding the Commission. The Court stated,
"[t]he owners and managers of the Company have the right to determine what its debt-equity
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ratio should be, but they may not always make the ratepayers foot the bill resulting from the
choice." 8 (34)

What is unambiguous from the C&P Court's reasoning is that the Commission's authority did
not turn on a finding of imprudence. In fact, the Court colorfully expresses support for the
Commission's regulatory adjustment to balance consumers' interests with that of the Company.

In Re Columbia Gas of Mar3/land, Inc. (Columbia Gas), 72 Md. PSC 575 (1981), the
Commission applied the balancing test to impute short-term debt into the capital structure of
Columbia Gas of Maryland, Inc. (Columbia). In that case, Columbia urged the Commission to
accept the Company's projected capital structure for the rate effective period, which did not
include short-term debt. Columbia was at the time a wholly owned subsidiary of Columbia Gas
System, Inc., and received all of its financing from the parent company. The Commission
justified its action on the basis "that short-term debt was a "permanent, although shifting feature,

of the CGS 9 (35) capital structure." 72 Md. PSC at 590. Again, as in the C & P proceeding, the
Commission's decision in Columbia Gas to adopt a hypothetical capital structure, and indeed to
impute short-term debt into it, was not based upon a finding of imprudence.

The balancing analysis that is being jettisoned by the Commission today is remarkably
similar to that followed by federal agencies, and a number of states as well. In COMSAT v. FCC,
611 F.2d 883 (l977)(D.C. Circuit), the Court upheld the FCC's authority to impute debt into the
capital structure for ratemaking purposes. The Court noted in its decision that " * * * it is well
settled in public utility law that it is no interference with this management prerogative for a
regulatory commission to impute a hypothetical capital structure, * * *, for that is done merely in
pursuance of the Commission's legitimate raternaking authority." 10 (36) The Court went on to
describe a balancing analysis remarkably similar to the approach now being abandoned in
Maryland:

Perhaps the ultimate authority for imputing debt when necessary to protect rate-payers
from excessive capital charges is the Supreme Coult's statement in Hope Natural Gas,
that "The rate-making process under the Act, i.e., the fixing of 'just and reasonable' rates,
involves a balancing of the investor and consumer interests." 320 U.S. at 603, 64 S.ct. at
288. The equity investor's stake is made less secure as the company's debt rises, but the
consumer rate-payer's burden is alleviated. It is these conflicting interests that the
Commission is to reconcile. 11 (37)

At the time that COMSAT was decided in 1977, the Court noted that the practice of imputing
a hypothetical amount of debt was commonplace among state public utility commissions, and the
practice had been explicitly approved in twenty-two states and the District of Columbia. 12 (38)

In summary, we acknowledge that the actual capital structure of BGE may be appropriate
from the vantage point of the consolidated operations of Constellation and BGE. However, the
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record reveals that while not imprudent, it unreasonably burdens utility ratepayers with excessive
costs that are not used in the provision of utility service. As such, an adjustment to the

Company's capital structure is in order to reflect consumers' interests. Ultimately, what is absent

from today's majority Order is an appreciation of the balancing of investor and consumer

interests that is a crucial part of the ratemaking process. The majority's decision today to accept

the Company's position, notwithstanding record evidence of the excess cost to customers, is

contrary to controlling Maryland precedent. For all these reasons, we respectfully dissent from
the Commission's Order in this proceeding.

FGGTNOTES

1 Re Baltimore Gas and Electric Company, 91 Md. PSC 240 (2000).

2 PUC Article § 4-208 requires the filing of an independent audit opinion with applications
for base rate changes by certain public service companies that provide gas or electric services and
are subject to a cost allocation manual approved by the Commission.

3 By Order No. 80245, issued on September 8, 2005, the Commission denied a request for
rehearing of Order No. 80072 filed by BGE.

4 By Order No. 80080, entered on July 6, 2005, the Commission denied requests for

reconsideration of Order No. 80076. The Commission also established a procedural schedule in

this matter by separate letter issued that same date, By Order No. 80392, issued November 15,

2005, the suspension period was extended for an additional 30 days.

5 Robert Cooper, Manager of Energy of United States Gypsum Company, which company is
a MIG member and also a joint party with MIG, pre-filed testimony but did not appear at the
hearings, and therefore his testimony was not admitted into the record.

6 Pre-filed testimony of Michael Gonnan, a consultant and principal in Brubaker and
Associates, Inc., was withdrawn prior to hearing by ISM and therefore not admitted into
evidence.

7 As previously noted, the Alliance filed a Motion to Dismiss the proceeding prior to the
hearings, which resulted in the application being held in abeyance and setting of a new
suspension period.

The Alliance also requested issuance of a subpoena prior to the hearing to compel BGE to
present a representative from its independent auditors as a witness at the evidentiary hearings at
BGE's expense. By Order No. 80208, issued on August 26, 2005, the Commission granted the
Alliance request for issuance of the subpoena conditioned on the Alliance bearing responsibility
for the reasonable fees, compensation, and expenses of the witness, which ruling was reaffirmed
by Order No. 80259, issued on September 14, 2005, denying reconsideration of Order No. 80208.

8 On October 11, 2005, BGE filed a Motion for Transcript Corrections. On October 24,
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2005, ISM also filed a Motion to Correct Transcript. As no party has indicated opposition to these
Motions, they are hereby granted.

9 The Electric Customer Choice and Competition Act of 1999, codified in Subtitle 5 of Title
7 of the PUC Article, provided for restructuring of the electric industry in Maryland (PUC
Article, §§ 7-501, et seq.)

10 The Company uses the "Modified Massachusetts Formula," which determines the ratio to
distribute common regulated utility expenses to gas and electric and is influenced by each
business' share of total utility direct labor, depreciation, amortization, and taxes, according to Mr.
Castagnera.

11 Mr. Castagnera contends the Company recovered approximately $116.6 million of$180.7
million total common expenses during the test period.

12 In several preceding BGE rate cases Case No. 8487, Order No. 70476, 84 Md. PSC 145,
161 (1993); Case No. 8697, Order No. 72269, 86 Md. PSC 378, 384 (1995), Case No. 8725,
Order No. 73405, 88 Md. PSC 47, 64 (1997), and Case No. 8829 (Proposed Order of Hearing
Examiner), 91 Md. PSC 240, 264 (2000) the Commission utilized a live-year amortization period
while allowing full recovery of VSERP costs.

13 Statement of Financial Accounting Standards No. 71 .

14 Order No. 76260, 91 Md. PSC 240, 244 (2000).

15 The average net charge-off rate constitutes the ratio of net write-offs to customer
revenues, according to Mr. Effron.

16 91 Md. PSC 240, 267 (2000).

17Re Baltimore Gas and Electric Company, 74 Md. PSC 249, 277 (1983), Re Potomac
Electric Power Company, 74 Md. PSC 70, 98 (1983), Re Baltimore Gas and Electric Company,
78 Md. PSC 129, 150 (1987).

18 These results are labeled "bare bones" because BGE, as will be discussed shortly, also

advocates adding a total of 65 basis points to the return on equity to cover flotation costs and

good performance recognition.

19 See Re Washington Gas Light Company, 94 Md. PSC 329 (2003).

20See, for example, Re WGL, supra, at 339.

21 BGE Ex. 16 at 4.

22 The NCP allocator is based on each sub-class's highest hourly demand during the winter

(November-March) months. Each sub-class's contribution to the NCP is calculated by dividing

that sub-class's maximum hourly demand during the winter months by the sum of every

sub-class's maximum hourly demand. See BGE Ex. 16 at 7-9 for a more thorough description of

the NCP allocator.
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23 See Re Baltimore Gas and Electric Company, Case No. 8070, 81 Md. PSC 43 (1990).

24 While Staff only recommended an increase to $12.50 per month, its own calculation of
customer costs is approximately $13.00, using Staffs rate of return. (Staff Ex. 8 at 7).

25 OPC Ex. 5 at 31.

26 OPC EX. 5 at 35.

Dissenting Opinion

1 The actual capital structure is a matter of management prerogative. For ratemaking
purposes, the Commission must establish an appropriate capital smcture in the context of

determining a fair weighted average cost of capital. A Commission determination of an
alternative capital structure for ratemaking does not, in any way, invade the right of corporate
management to structure itself as it deems appropriate.

2 Re Balt imore Gas and Elect r i c Company, Case No. 8278 (81 Md. PSC 534, 572 (1990)

3 During the 18-month period from January 1, 2004 through June 30, 2005, BGE borrowed
from the money pool for 26 days and loaned money to the pool for 521 days.

4 By this we mean that it does not appear that BGE's levering itself on behalf of
Constellation to the extent that it has in the past, has created undue risks that would impair BGE's
overall financial health.

5 Re Columbia Gas of Marj/land, Inc., 72 Md. PSC 575, 590 (1981).

6 Re Baltimore Gas and Electric Company, Case No. 8278 (81 Md. PSC 534, 572 (1990)

7 230 Md. at 412.

8 230 Md. at 413.

9 The capital structure of the parent, Columbia Gas Systems, Inc., was utilized as the basis
for ratemaking in the case.

10 611 F.2d at 903.

11 611 F.2d at 904.

12 Ibid.

EDITOR'S APPENDIX

Citations in Text
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[MD] Re Baltimore Gas & E. Co., Case No. 9036, Order No.
80259, 96 Md PSC 232, Sept. 14, 2005. [U.S.Sup.Ct.] Bluefield
Water Works & Improve. Co. v. West Virginia Pub. Service
Commission, 262 U.S. 679, PUR1923D 11, 67 L.Ed. 1176, 43
S.ct. 675 (1923). [U.S.Sup.Ct.] Federal Power Commission v.
Hope Nat. Gas Co., 320 U.S. 591, 51 PUR NS 193, 88 L.Ed. 333,
64 S.ct. 281 (1944).
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Endnotes

1 (Popup)

1 Re Baltimore Gas and Electric Company, 91 Md. PSC 240 (2000).

2 (Popup)

2 PUC Article § 4-208 requires the filing of an independent audit opinion with
applications for base rate changes by certain public service companies that provide gas or electric
services and are subject to a cost allocation manual approved by the Commission.

3 (Popup)

3 By Order No. 80245, issued on September 8, 2005, the Commission denied a request
for rehearing of Order No. 80072 filed by BGE.

4 (Popup)

4 By Order No. 80080, entered on July 6, 2005, the Commission denied requests for
reconsideration of Order No. 80076. The Commission also established a procedural schedule in
this matter by separate letter issued that same date. By Order No. 80392, issued November 15,
2005, the suspension period was extended for an additional 30 days.

5 (Popup)

5 Robert Cooper, Manager of Energy of United States Gypsum Company, which
company is a MIG member and also a joint party with MIG, pre-tiled testimony but did not
appear at the hearings, and therefore his testimony was not admitted into the record.

6 (Popup)

6 Pre-filed testimony of Michael Gorman, a consultant and principal in Brubaker and
Associates, Inc., was withdrawn prior to hearing by ISM and therefore not admitted into
evidence.

7 (Popup)

7 As previously noted, the Alliance filed a Motion to Dismiss the proceeding prior to the
hearings, which resulted in the application being held in abeyance and setting of a new
suspension period.

The Alliance also requested issuance of a subpoena prior to the hearing to compel BGE to
present a representative from its independent auditors as a witness at the evidentiary hearings at
BGE's expense. By Order No. 80208, issued on August 26, 2005, the Commission granted the
Alliance request for issuance of the subpoena conditioned on the Alliance bearing responsibility
for the reasonable fees, compensation, and expenses of the witness, which ruling was reaffinned
by Order No. 80259, issued on September 14, 2005, denying reconsideration of Order No. 80208.

8 (Popup)
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8 On October 11, 2005, BGE filed a Motion for Transcript Corrections. On October 24,
2005, ISM also filed a Motion to Correct Transcript. As no party has indicated opposition to these
Motions, they are hereby granted.

9 (Popup)

9 The Electric Customer Choice and Competition Act of 1999, codified in Subtitle 5 of
Title 7 of the PUC Article, provided for restructuring of the electric industry in Maryland (PUC
Article, §§ 7-501,et seq.)

10 (Popup)

10 The Company uses the "Modified Massachusetts Formula," which determines the ratio
to distribute common regulated utility expenses to gas and electric and is influenced by each
business' share of total utility direct labor, depreciation, amortization, and taxes, according to Mr.
Castagnera.

11 (Popup)

11 Mr. Castagnera contends the Company recovered approximately $116.6 million of
$ l80.7 million total common expenses during the test period.

12 (Popup)

12 In several preceding BGE rate cases Case No. 8487, Order No. 70476, 84 Md. PSC
145, 161 (1993), Case No. 8697, Order No. 72269, 86 Md. PSC 378, 384 (1995), Case No. 8725,
Order No. 73405, 88 Md. PSC 47, 64 (1997), and Case No. 8829 (Proposed Order of Hearing
Examiner), 91 Md. PSC 240, 264 (2000) the Commission utilized a live-year amortization period
while allowing full recovery of VSERP costs.

13 (Popup)

13 Statement of FinanciaI Accounting Standards No. 71 .

14 (Popup)

14 Order No. 76260, 91 Md. PSC 240, 244 (2000).

15 (Popup)

15 The average net charge-off rate constitutes the ratio of net write-offs to customer
revenues, according to Mr. Effron.

16 (Popup)

16 91 Md. PSC 240, 267 (2000).

17 (Popup)

17Re Baltimore Gas and Electric Company,74 Md. PSC 249, 277 (1983), Re Potomac
Electric Power Company, 74Md. PSC 70, 98 (1983), ReBaltimore Gas and Electric Company,
78 Md. PSC 129, 150 (1987).

18 (Popup)
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18 These results are labeled "bare bones" because BGE, as will be discussed shortly, also
advocates adding a total of 65 basis points to the return on equity to cover flotation costs and
good performance recognition.

19 (Popup)

19 See Re Washington Gas Light Company, 94 Md. PSC 329 (2003).

20 (Popup)

20 See, for example, Re WGL, supra, at 339.

Zi (Popup)

21 BGE Ex. 16 at 4.

22 (Popup)

22 The NCP allocator is based on each sub-class's highest hourly demand during the
winter (November-March) months. Each sub-class's contribution to the NCP is calculated by
dividing that sub-class's maximum hourly demand during the winter months by the sum of every
sub-class's maximum hourly demand. See BGE Ex. 16 at 7-9 for a more thorough description of
the NCP allocator.

23 (Popup)

23 See Re Baltimore Gas and Eiectric Company, Case No. 8070, 81 Md. PSC 43 (1990).

24 (Popup)

24 While Staff only recommended an increase to $12.50 per month, its own calculation
of customer costs is approximately $13.00, using Staffs rate of return. (StaffEd. 8 at 7).

25 (Popup)

25 OPC Ex. 5 at 31.

26 (Popup)

26 OPC Ex. 5 at 35.

27 (Popup)

1 The actual capital structure is a matter of management prerogative. For ratemaking
purposes, the Commission must establish an appropriate capital structure in the context of
detennining a fair weighted average cost of capital. A Commission determination of an
alternative capital structure for ratemaking does not, in any way, invade the right of corporate
management to structure itself as it deems appropriate. .

28 (Popup)

2 Re Baltimore Gas and Electric Company, Case No. 8278 (81 Md. PSC 534, 572 (1990)

29 (Popup)

3 During the 18-month period from January 1, 2004 through June 30, 2005, BGE
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borrowed from the money pool for 26 days and loaned money to the pool for 521 days.

30 (Popup)

4 By this we mean that it does not appear that BGE's levering itself on behalf of
Constellation to the extent that it has in the past, has created undue risks that would impair BGE's
overall financial health.

31 (Popup)

5 Re Columbia Gas of Marylanal, Inc., 72 Md. PSC 575, 590 (1981).

32 (Popup)

6 Re Baltimore Gas and Electric Company, Case No. 8278 (81 Md. PSC 534, 572 (1990)

33 (Popup)

7 230 Md. at 412.

34 (Popup)

8 230 Md. at 413.

35 (Popup)

9 The capital structure of the parent, Columbia Gas Systems, Inc., was utilized as the
basis for ratemaking in the case.

36 (Popup)

10 611 F.2d at 903.

37 (Popup)

11 611 F.2d at 904.

38 (Popup)

12 Ibid.
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[Go to End of 1205371

Re Baltimore Gas and Electric Company

Case No. 8829
Order No. 76260

EXHIBIT

203 PUR4th 1

Maryland Public Service Commission

June 19, 2000

The costs of an incentive compensation plan are divided equally between ratepayers and
shareholders. Commission explains that full recovery of incentive compensation costs iron
ratepayers would require a clear demonstration that the goals of the incentive plan benefit
ratepayers and that the incentive plan is necessary to raise employees' overall compensation to
the market rate.

ORDER authorizing a natural gas local distribution company to increase its rates and charges by
$6.433 million, rejecting an authorized rate of return on equity (ROE) of l l .05% and an overall
rate of return of 8.6061%. The authorized ROE is based on the results of discounted cash flow
and other estimation models and includes an upward adjustment oll25 basis points for flotation
and a downward adjustment of50 basis points for reduced risk associated with the operation of a
weather normalization rate rider.

Commission finds that contributions by the LDC to the Maryland Fuel Fund promote
important universal service objectives and are appropriate expenses for rate-making purposes.
However, inasmuch as the LDC treats its contribution as a dollar-for-dollar offset to its
uncollectible expense, its promotional materials must be clarified to eliminate all references
describing the contributions as charitable.

Commission assigns to regulated operations 50% of the profits from appliance repair services
provided by an unregulated affiliate of the LDC.

I. EXPENSES, § 105

[MD.] Incentive compensation - Partial disallowance - Sharing between ratepayers and
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shareholders - Prerequisites to full recovery -- Natural gas local distribution company. p. 4.

2. REVENUES, § 12

[MD.] Nonutility business - Appliance repair service - Assignment of 50% of profits to
regulated operations ...-. Natural gas local distribution company. p. 5.

3. REVENUES, § 5

[MD.] Natural gas local distribution company - Nonutility business - Appliance repair
service - Assignment of 50% of profits to regulated operations. p. 5.

4.EXPENSES, § 126

Natural gas local distribution company - Electricity - Purchases from electric
division ...- Combination utility. p. 6.

ID!!

5. EXPENSES, §49

[MD.] Postretirement benefits other than pensions - Inflation adjustment -
inflation rate - Natural gas local distribution company. p. 7.

Health care

6. EXPENSES, § 19

[MIL] Depreciation -- Amortization adjustment - Correction of errors ~- Natural gas local
distribution company. p. 7.

7. DEPRECIATION, §24

[MD.] Calculation of annual depreciation - Factors affecting allowance -
period for personal computers - Natural gas local distribution company. p. 7.

- Amortization

8. EXPENSES, § 20

[laID.] Environmental remediation - Amortization of deferred costs
distribution company. p. 8.

- Natural gas local

9. EXPENSES, § 125

[MD.] Natural gas local distribution company - Environmental remediation
Amortization of deferred costs. p. 8.

10. EXPENSES, § 125

[MD.]Natural gas local distribution company - Fuel fund credits ...- Shareholder
contributions. p. 8.
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1 I. EXPENSES, §46
[MD.] Charitable contributions - Maryland Fuel Fund -...- Natural gas local distribution

company .-- Discussion. p. 8.

12. EXPENSES, § 118
[MD.] Uncollectibles - Offsets - Maryland Fuel Fund contributions ...- Natural gas local

distribution company. p. 8.

13. RETURN, §26.4
[laID.]Reasonableness -- Cost of equity ...- Flotation adjustment - Risk adjustment for

weather normalization - Natural gas local distribution company. p. 9.

14. RETURN, §26.4
[MD.] Reasonableness -.- Cost of equity - Estimation methodologies - Discounted cash

flow analysis - Risk adjustment ...- Natural gas local distribution company. p. 9.

15. RETURN, § 44

[MD.] Reasonableness -- Factors considered - Risk - Weather normalization rider -
Downward adjustment to cost of equity -- Natural gas local distribution company. p. 9.

16. RETURN, §26.2
[MD.] Reasonableness .--... Cost of short-term debt -- Natural gas local distribution company.

p. 10.

17. RATES, § 373
[MD.] Natural gas rate design ...-- Allocation of increase - Minimization of subsidies

Reduction in class and sub-class disparities ...-- Local distribution company. p. it.

18. RATES, §384
[MD.] Natural gas rate design - General service - Allocation of increase - Volumetric

charge -- Double rate increase on tail block -~ Local distribution company. p. 10.

19. RATES, §386
[MD.] Natural gas rate design ... - Industrial customer - Assignment of gas main costs

Direct assignment proposal - Grounds for rejection - Local distribution company. p. ll.
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20. APPORTIONMENT, §30

[MD.] Natural gas
Grounds for rejection -

- Distribution costs - Gas mains -
Localdistribution company. p. I 1.

Direct assignment proposals

21. APPORTIONMENT, § 58

[MD.] Natural gas - Distribution costs - Gas mains - Direct assignment proposals
Grounds for rejection ...-- Local distribution company. p. l l.

22. RATES, § 373

[MD.] Natural gas rate design - - Cost assignment - Gas main costs
proposal - Grounds for rejection - Local distribution company. p. i l .

- Direct assignment

23. APPORTiONMENT, § 30

[MD.] Natural gas - Liquified natural gas and propane facilities - Cost fictionalization
and allocation - Assignment to firm customers - Local distribution company. p. 13.

24. APPORTIONMENT, § 58

[MD.] Natural gas -.-- Liquitied natural gas and propane facilities -- Cost fictionalization
and allocation -- Assignment to firm customers - Local distribution company. p. 13.

25. RATES, § 373

[MD.] Natural. gas rate design - Cost assignment -- Liquilied natural gas and propane
facilities -- Assignment to firm customers - Local distribution company. p. 13.

26. RATES, § 384

[MD.] Natural gas rate design - interruptible service - Usage penalty for failure to
interrupt - Crediting of penalty revenues to firm customers - Local distribution company. p.
14.

27. REVENUES, ... 5

[MD.] Natural gas - Interruptible service penalties -- Credit to firm customers
distribution company. p. 14,

Local

28. RATES, §378
[MD.]Natural gas rate design - Fixed charges - Demand charge - Force majeure clauses

-- Local distribution company. p. 14.

29. RATES, §378
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[MD.] Natural gas rate design -- Customer charges - Movement toward costs -- Avoiding
rate shock - Local distribution company. p. 15.

30. RATES, § 385

[MD.] Natural gas rate design -- Residential service -~ Customer charge
toward costs -.--- Avoiding rate shock ...-- Local distribution company. p. i5.

Movement

31. RATES, § 384

[MD.] Natural gas rate design ---- Commercial service -- Customer charge --- Local
distribution company. p. 15.

Before Ivey, Logon, Brogan,Riley and Curran, III, commissioners.

BY THE COMMISSION:

1. BACKGROUND

On November 17, 1999, Baltimore Gas and Electric Company ("BGE" or "Company") filed
an application with the Public Service Commission ("Commission") for authority to increase the
Company's base rates for natural gas services. As part of this filing, the Company proposed
changes in depreciation and amortization rates. The Company's application, if approved as filed,
would increase gas rates by an average of 5.87 percent. The proposed rate increase was to
become effective with service rendered on or after December 20, 1999. However, by Order No.
75794, issued November 24, 1999 the Commission suspended the proposed rates for 150 days
and assigned this case to the Hearing Examiner Division to hold proceedings to determine the
justness and reasonableness of the Company's proposed rates.

Initially, BGB requested a $36.3 million increase in its base rates tor gas service to enable the
Company to earn a 9.7 percent overall rate of return. On February 10, 2000, and thereafter on
March 15, 2000, the Company reduced its request ultimately to $80.1 million. The Company
proposed an across-the~board allocation of the rate increase, including increases to customer
charges. A pre-hearing conference was held by the Hearing Examiner on December 14, 1999, at
which time the Commission Staff ("Staff") and the Office of People's Counsel ("OPC") entered
their appearances. Additionally, the following parties were granted leave to intervene: the
Department of Defense/Federal Executive Agencies ("DOD"), the Building Owners and
Managers Association of Metropolitan Baltimore, Inc. ("BOMA"); the Maryland industrial
Group/Millenium Inorganic Chemicals, Inc. ("M1G"); and Bethlehem Steel Corporation
("Bethlehem" or "Bethlehem Steel").

Testimony was tiled by the parties and hearings were held in this case on January 11, 12, and
19, 2000, February 8-9, 2000, and March 13, 15, and 16, 2000. Hearings were also held in the
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1.

4

PURbase

evening in Annapolis, Baltimore and Bel Air, Maryland on February 22, 23 and 24, 2000
respectively to receive public comments in this matter. initial Briefs were filed on March 81,
2000 and Reply Briefs were flied on April 1, 2000. (The Hearing Examiner, based upon an
objection tiled by Bethlehem Steel, struck Attachment 1 of BOMA's Initial Brief). On April ll,
2000, the Commission extended the suspension period for an additional 30 days.

On April 21, 2000, a Proposed Order of Hearing Examiner was issued in this proceeding.
The Hearing Examiner determined that BGE's gas revenue requirement should be raised by
$5.098 million based upon an overall rate of return of 8.71 percent. On April 27, 2000, BGE
filed a Motion to Correct Errors, Seek Clarification and Request for Expedited Responses and
Ruling. The Company's iviotion detailed six issues requiring clari8catien or correction.1(1)
Thereafter, on May 5, 2000, the Hearing Examiner issued an Order in response to
the Motion resulting in an increase to the Company's gas rate base of $2.860 million. The
corrected Order reliected BGE's investment in Home Products and Services ("HP&S/BGE
Home") as well as an adjustment to net operating income of $1 .l02 million to reflect to accept .
for depreciation corrections. The Hearing Examiner determined that an increase in gas rates of
$7.792 million was necessary in order to produce just and reasonable rates for BGE's gas service.

BGE, OPC, Staff BOMA, MIG, DOD and Bethlehem Steel all filed appeals to the Proposed
Order of Hearing Examiner on or before May 19, 2000. BGE appealed the Hearing Examiner's
determinations regarding: the treatment of costs of BGE's Results lhcentive Award Program;
inclusion of HP&S/BGE Home revenues in BGE's revenue requirement, the appropriate rate of
return: allocation of LNG and propane facilities, treatment of interdepartmental electric sales
rates, and an adjustment for post~retirement and post-employment benefit expense.

Other parties raised the following issues. OPC appealed the Hearing Examiner's
determinations regarding: unamortized deferred environmental costs; unrecognized correction of
depreciation rate errors, the return on equity, and the treatment of fuel fund contributions.
BOMA sought modification or reversal of the Hearing Examiner's decisions regarding: the
commercial Customer Charge, the treatment of revenues collected under BGE's interruptible
penalty structure, and the effect of Rider 8 on the return on equity. MIG appealed the Hearing
Examiner's determinations regarding: the allocation of LNG and propane facilities costs to
interruptible customers, the assignment of the cost of new service mains to all customers,
including interruptible customers, the penalty structure for interruptible customers, and the force
majeure clause. Bethlehem Steel appealed the Hearing Examiners determinations regarding:
direct assignment of the Manor Line, assignment of the cost of new service mains to non-firrn
customers; and assignment of the costs of LNG and propane facilities. DOD appealed the
Hearing Examiners determination regarding allocation of the Company's revenue requirement
increase to the Schedule C volumetric charge. Finally, Staff challenged the Hearing Examiner's
determinations regarding a separate depreciation proceeding, BGE's ongoing amortization of
environmental costs, and the return on equity. Each of these parties filed reply memoranda.

II. APPEAL ISSUES

A. Cost of Service
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1. Results Incentive Award Program

111 In its appeal of the Proposed Order of Hearing Examiner, BGE argued that the Hearing
Examiner's disallowance of one-half of all costs of the Results Incentive Award Program
( "RIA") was contrary to the evidence and contrary to Commission precedent. The Company
argued that the RIA Program is part of its overall employee compensation package and not a
bonus or additive to compensation.2(2) Rather, the Company asserted that the RIA program
motivates employees to meet goals that benefit the Company, shareholders and ratepayers.
According to BGE, the Hearing Examiner's decision is inconsistent with prior Commission
treatment of other similar incentive plans.

BGE asserted that this represents "the single most important policy issue presented by this
case."3(3) The Company stated that:

The implications of this decision are enormous and will not only affect BGE Gas
Division's ability to attract and retain personnel, it will also affect fundamental salary
decisions by the management of BGE's Electric Transmission and Distribution Division
and every other investor-owned utility in the State of Maryland, including gas, electric
and telecommunications companies.4(4)

The Company argued that "[i]n conjunction with the employee's base salary, the RIA enables
the employee to receive total compensation that is competitive in the marketplace, and ensures
that the Company can attract highly qualified personnel.5(5) BGE argued that the RIA program
places a portion of employee compensation at risk and that shareholders should not be penalized
for utilizing such a program.

The Company argued further that:

By declaring that an element of employee compensation is not fully recoverable from
ratepayers, the Hearing Examiner's decision will hamper the Company's ability to balance
the important goals of compensating employees in a manner that is competitive with
other employers and providing empioyeeswith an incentive to perform efliciently.6(6)

Staff argued, however, that nothing in the record supports BGE's contention that RIA is part
of employees' base salary that is at risk.7(7) Staff believed that these awards are in addition to
employees' base salary. Further, StatT commented that when it requested a description of the
goals and objectives that would result Io an RIA award, the Company was less than forthcoming
in providing acceptable responses.8(8) Staff therefore concluded that there was a lack of "\&... a
clear showing that the objectives that resulted in receiving these awards had in fact been
beneficial to ratepayers."9(9) . .

On the one hand, according to the Company, the RIA is intended to "show gain for the
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Company, its customer and shareholders" by placing an employee's overall compensation "at
risk." Under this scenario, the RIA might be used by the Company in providing competitive
wages for its employees and could be appropriately charged solely to ratepayers. Moreover, the
Company correctly noted that RIA costs have been included as operating expenses in previous
rate cases.

On the other hand, RIA was not a contested matter in those previous rate cases. Furthermore,
the evidence does not support the Company's position in this case. Company Witness
Hasselbarth's testimony contained only one example of an RIA: that of an employee closing the
Company's books early for the Board of Directors' Meeting. While this example may show a
benefit to the shareholders, it fails to demonstrate a direct benefit to the ratepayers. Finally, the
record showed that salaries were adjusted by the Company to "competitive levels" in 1998. The
RIA predates that increase, and there is no evidence, based on Company-offered studies, that
wages, without the RIA, are not competitive.

Therefore, we uphold the I-learing Examiner's reasoned decision in this regard. On the
existing record, we find that the costs should be divided equally between ratepayers and
shareholders. In the future, if the Company seeks full recovery of RIA costs from ratepayers, the
Company must clearly demonstrate that the goals employees are expected to achieve would
clearly benefit ratepayers and that the award would be necessary to raise employees' overall
compensation to the market rate.

2. Inclusion ofHP&S Revenues in BGE's Revenue Requirement

[2, 3] BGE appealed the Hearing Examiner's above the line assignment of 50 percent of the
profits from the appliance repair service provided by HP&S, The Hearing Examiner's treatment
of this matter is a continuation from the Commission's ruling in Case No. 8697.

BGE argued, that in Case No. 8697, the Commission justified its decision by citing a lack of
evidence to support a change in policy and the difficulty in quantifying benefits received by
HP&S/BGE Home. According to BGE, the development and use of the Company's Cost
Allocation Manual ("CAM"), that provides accounting recognition for use and exchange of
resources between the Company and its affiliate, should be viewed as having satisfactorily
resolved this issue. BGE argued that HP&S/BGE Home is an independent, unregulated company
that utilizes and pays for services from BGE in accordance with the CAM.

OPC, on the other hand, argued that a strong nexus exists between BGE and HP&S/BGE
Home that warrants continued assignment of profits to the Company. As proof, OPC emphasized
that HP&S/BGE Home uses the Company's bill lOt billing customers. The Company argued that
the Hearing Examiner improperly relied on OPC's contention that HP&S/BGE Home's use of
BGE's bill represents a strong connection to BGE. In response, OPC asserted that the fact the
Company has filed a CAM does not, in and of itself, diminish the connection between the
Company and its affiliate.10(10)

The Commission adopts the Hearing Examiner's determination on this matter. As noted in
the Proposed Order, the difficulty observed by the Commission in Case No. 8697, remains with
regard to quantifying HP&S/BGE Home's profits that should be treated above-the-line. The
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Hearing Examiner s finding that the Company's general telephone number leads callers to a
"BGE Home" option, is also compelling support for his decision.

Although it was expected that the Company's cost allocation manual process might
sufficiently eliminate cross-subsidization in the future, such appears to not be the case at present.
Therefore, the Commission continues to find that above-the-line assignment of 50 percent of the
profits from the appliance repair service is appropriate.

Commission is persuaded by OPC's arguments that the continued use of BGE's bill by
HP&S/BGE Home maintains a strong connection that clearly benefits HP&S/BGE Home. The

3. Interdepartmental Sales Rates

[4] BGE stated that it proposed to replace its interdepartmental sales rates for electricity with
current tariff prices in compliance with Order No. 72269 in Case No. 8697. This would increase
the Gas Division's expenses. Virtually, all other parties argued this would create a windfall (due
to capped rates) for the Electric Division. Thereafter, the Company modified its proposal to
recognize only a $501,689 adjustment to eliminate the "windfall" On July l, 2000, electric
power purchases will become market-based transactions. BGE argued that the Hearing Examiner
erred in rejecting this adjustment because the Company will be denied the opportunity to recover
a known and appropriate expense.

In deciding this issue, the Hearing Examiner noted that BGE estimated that the increase in
expense to be recovered by the Gas Division through use of tariff rates is $1.05 million. He
stated that BGE appears to have read into Order No. 72269 in Case No. 8697 a non-existent
requirement for arms-length pricing by BGE's electric division to its gas division, something it
did not pursue immediately after issuance of the Order in 1995. Also, according to the Hearing
Examiner, the Company has not thought through the implications for electric ratepayers.
Moreover, Staff argued that the record includes the Company's admission that it has no demand
meters in place to accurately measure electric demand, no plans to install such meters, and no
plans to bid out the Gas Division's electricity requirements in the future.

The Commission agrees with the Hearing Examiner's conclusion that BGE failed to produce
sufficient evidence to warrant its proposed adjustment. Thus, the Hearing Examiner's decision on
this matter is affirmed.

4. Aajz1sfment]?)r Post Retirement and Employ/1'zenl Expenses

[5] BGE argued that the Hearing Examiner erred by using Staffs 4.5 percent health care
inflation rate rather than the Company's proposed 7.5 percent rate.u(11) According to the
Company, the Hearing Examiner adopted Staffs adjustment based on the arguments made by
Staff in its Initial Brief and that there was no record evidence to support Staffs adjustment.
According to the Company, its proposed 7.5 percent rate is based on surveys by three national
benefits and actuarial consulting firms.12(12)

Staff challenged the Company's assertion that the basis for its adjustment was first introduced
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in its initial brief. According to Staff, the adj vestment was in fact based on record evidence, i.e. ,
the testimony of Staff Witness Allen. Staff Witness Allen showed that the historical and
projected health care inflation rate trend ranged from 3.55 percent in 1996 to 4.52 percent in
2005.13(13) He also noted that the 7.5 percent rate proposed by the Company in this case is
contradicted by BGE's own published estimate of 6.0 percent in its 11999 Annual Report to
Shareholders.

The Commission finds that the Hearing Examiner's reliance on Start's position on this issue
is appropriate. The rate that Staff assigned is sufficient to accommodate the Company's historic
rate of growth. The Commission believes that acceptance of the Company's position would
unnecessarily inflate BGE's health care cost recovery.

5. Depreciation

[6, 7] BGE proposed new depreciation rates for the Company's gas and common plant. As a
result, the Company proposed an increase in depreciation expense from $3 l ,557,000 to
$34,800,000 for the rate effective period. Staff objected to the Hearing Examincr's consideration
of depreciation in the case at all. Staff also argued that the matter was compounded by the
Hearing Examiner's decision to decrease the Company's amortization period for personal
computers. 14(14>

According to Staff, the present eight-year amortization period represents the period over
which the Company's personal computers
would have been used had BGE not decided to retire them early. l5(15) Staff contended that,
during the proceedings, BGE failed to explain why it expended funds for personal computers in
1998 when the Company "expected to initiate a personal computer leasing program [on] January
1, 1999."16<16)

OPC also appealed the Hearing Examiner's treatment of depreciation, According to OPC, the
Company's depreciation study was fraught with errors, some of which the Company
acknowledged. According to OPC, the Company acknowledged errors that, when accounted for,
reduced the Company's revenue requirement by $975,000.17(17) OPC asserted that evidence of
these errors could lead to the logical conclusion that depreciation expense is overstated due to
other accounts having inappropriate methodologies or accounting errors.18U8) OPC argued that
"without adjusting [the Company's] present depreciation accrual rate to remedy [BGE's] errors,
the error[s] will be carried on in the Company's rates indefinitely until a new depreciation study
by BGE is performed and reviewed."19(19)

The Hearing Examiner declined to adopt the Company's depreciation rates stating that "\&...
there is no convincing rationale or need at this time for changing BGE's overall depreciation
schedule or requiring the Company to begin an expensive and time-consuming depreciation
study."20(20) The Commission concurs and adopts the Hearing Examiner's determination of this
issue. As determined by the Hearing Examiner, the Company's depreciation rates br gas and
common plant shall remain unchanged, except for the computer amortization adjustment and
corrections for errors.

© Public Utilities Reports, Inc., 2006 10
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The Hearing Examiner adopted a reduced amortization period for the Gas Division's personal
computers. He noted that the five-year amortization period being adopted had been proposed by
OPC in the Company's previous rate case. That conclusion was not challenged by OPC. Based
on the Company's planned change over to a personal computer leasing program and proposals in
the Company's previous rate case to apply a five-year amortization period to this equipment, the
Commission finds the Hearing Examiner's determination reasonable.

6. Environmental Costs

[8, 9] In Case No. 8697, the Commission allowed BGE to change its amortization of deferred
environmental costs prospectively.2l(2l) In the instant case, BGE is seeking to recover all
environmental clean-up costs incurred in the rate effective period in Case No. 8697. The Hearing
Examiner noted that BGE reduced test year operating income by $386,000 consistent with
amortization of clean-up costs prior to November 1995.

According to the Hearing Examiner, Case No. 8697 "clearly indicates that amortization of
known and measurable Spring Garden environmental clean-up costs is appropriate."22l22) In
response to Case No. 8697, the Company reversed the $5,246,824 of environmental expenses
previously amortized over a different time period and began amortizing those costs over 10
years.

Staff argued that the Hearing Examiner erred in adopting BGE's approach to adjusting test
year rate base and operating income for environmental clean-up costs incurred from November
l, l 995 through May 3 l, 2000. Staff proposed rate base and operating income adjustments to
remove post-October 1995 clean-up costs from the test year. According to Staff, accepted
accounting practices require post-October 1995 costs to be expensed as incurred. Staff also
argued that to permit BGE to amortize them when it unilaterally chose to defer these costs, since
no regulatory asset was created, constitutes retroactive ratemaking.

OPC argued that BGE's proposal to reflect the unamortized deferred environmental cost in
rates should be rejected as retroactive ratemaking. in addition, OPC argued that the Company's
taiiure to tallow proper accounting methods resulted in an understatement in the accumulated
amortization of environmental costs. \

Thc Commission adopts the Hearing Examiner's decision on this matter. The Commission
finds that the Company's environmental clean-up costs are known and reasonable and in
conformance with Commission policy. As noted by the parties, this issue was
addressed in Case No. 8697, which allowed environmental clean-up costs. However, as
recommended by DOD, such costs were limited to those incurred up to the date of the issuance
of the Commission's Order in Case No. 8697, but the Company was not denied the opportunity
to recover amortized environmental costs in fume rate cases. The Hearing Examiner's finding on
this issue is therefore affirmed.
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7. Fuel Fund Cvnlributions

[10-12] OPC asserted that the Hearing Examiner's reasoning regarding the treatment of Fuel
Fund contributions is internally inconsistent and should be overturned on appeal. Both Staff and
OPC argued that the Colnpany's fuel fund "credits" are charitable donations and relied on the
Company's fliers to support this proposition. OPC asserts that the Hearing Examiner determined
that these fuel fund contributions are charitable contributions and as such should be excluded
from cost-of-service. The Hearing Examiner noted that BGE granted $1 million in fuel fund
credits to the Maryland Fuel Fund in 1999 to match money contributed by others (generally
ratepayers). Since fuel fund credits reduce the arrearages of low-income customers, BGE treats
Fuel Fund credits as an off-set against the Company's uncollectible balance.

in the Proposed Order, the Hearing Examiner stated that BGE's Fuel Fund contributions
appear essentially to be a voluntary relinquishment of the right to receive payments, Le.,
charitable contributions.23(23) However, the Hearing Examiner resolved the matter by requiring
BGE to clarify its public references to and solicitations regarding the Fuel Fund rather than
disallowing the expenses."24(24)

The Commission agrees with the Hearing Examiner that the Company's contributions to the
Fuel Fund, in whatever form, promote important universal service objectives and are appropriate
Company expenses. It appears, however, that the Company's treatment of these funds is not truly
charitable. Instead, the Company's contribution is a dollar for dollar offset of its uncollectible
expense. Since uncol- lectibles is an above-the-line expense, the Company treats its fuel fund
contribution likewise as an above-the~line expense.

There does appear to be an inconsistency between the Company's treatment of these amounts
and the representations made in Fuel Fund solicitations and fliers. In order to avoid misleading
consumers, the Company may contribute shareholder funds as a match tor customer
contributions to the Fuel Fund. Under that scenario, the Company's existing promotion of the
program would be appropriate. However, if the Company declines to contribute shareholder
funds to the program, its promotional material must be clarified to eliminate all references
describing the Company's contribution as charitable.

8. Rate ofRetzu'n

l. Return on Equity

[13-15] In this case, the Hearing Examiner adoptedan 8.71 percent overall rate of return for
the Company's gas operations based on an 11.3 percent rate of return on equity ("ROE"). BGE
argued that the Hearing Examiner's determinations are at odds with the reality of current
financial markets.25(25) The Company advocated a 12.75 percent ROE and an overall rate of
return of 9.70 percent.

Staff argued that the l 1.3 percent ROE authorized by the Hearing Examiner is excessive
because it fails to adequately compensate ratepayers for BGE's reduced risk resulting from
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operation of Rider 8.Staff recommended a 100 basis point reduction to 10.3 percent. Staff stated
that "Rider 8 acts as a guarantee that the Company will receive 100 percent of the portion of its
revenue requirement, constituting the vast majority of revenues, allocated to firm service
customers."26(26) Staff noted, however, that the Hearing Examiner properly recognized that
Rider 8 undermines any justification for an attrition adjustment, as proposed by BGE.
Nonetheless, according to Staff, after the Hearing Examiner recognized that Rider 8 provides
substantial benefits to BGE, he failed to incorporate any real recognition of this value in his ROE
determination.

OPC also criticized the Hearing Examiner's return on equity determination. Like Staff, UPC
argued that Rider 8 should have had a greater downward impact on the Hearing i8xarniner's
determination. OPC submitted that the Company's return on equity should not be more than
i0.75 percent. OPC argued that while the Proposed Order has an extensive discussion of the
parties' positions, it "is devoid of any methodology or reasoning justifying the selection of l1.3
percent as the appropriate return-on-equity."37(27) In his return on equity analysis, OPC witness
Hill included an additional 25 basis points for flotation costs. However, OPC argued that
floatation costs are offset by the effect of Rider 8 benefits to BGE.

BOMA was also among the parties that argued that Rider 8 guarantees the Company
recovery of its revenue requirement.28(28) BO MA noted that, while recognizing Rider 8, the
Hearing Examiner failed to quantify an appropriate reduction in risk.

By contrast, the Company complained that the Hearing Examiner should not have considered
Rider 8 at all in calculating the ROE. According to BGE, the principal effect of Rider 8 is to
smooth out revenue effects that would otherwise occur due to changes in weather.29(29) BGE
argued that the Hearing Examiner reduced the ROE by an unspecified amount due to Rider 8 and
that contrary to the record, the Hearing Examiner concluded that Rider 8 gives BGE a guarantee
of earning its return. The Hearing Examiner stated in the Proposed Order that he agreed with the
parties that BGE's ROE must recognize some increased level of security due to Rider 8, but he
rejected Staffs 100 basis point reduction as unjustified. The Hearing Examiner concluded:

without the need to "objectify" the effect of Rider 8 through an additional downward
adjustmeI1t.30(30l

In an attempt to balance the greater security BGE receives from Rider 8 against the
Company's revenue needs, I shall assign the Company's common equity a rate of l 1.30
percent. The rate of return approved herein reflects the stabilizing effect of Rider 8

7

BGE also challenged the Hearing Examiner's ROE determination as "[c]ontrary to clear and
longstanding Commission precedent for failing to adjust ROE for flotation costs."31(31)

Based on a review of the record in this case, the Commission determines that the appropriate
return on equity for BGE at this time is 11.05 percent. This rate will allow the Company to
attract the capital necessary for its operations and will allow a fair and reasonable return to
investors.

As noted by the Hearing Examiner, the Commission has expressed in the past a preference
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for the use of discounted cash flow ("DCF") analyses to predict the level of return that investors
require on their equity investments. However, the Commission recognizes that other
methodologies, including comparable earnings, risk premium, and capital asset pricing models,
and their results were presented in this proceeding. The Commission finds that the DCF results
of each of the parties is within a range of reasonableness. Staffs DCF calculation based on an
analysis of seven comparable companies produced an l 1.3 percent ROE.32(32) OPC developed a
DCF-based ROE of 10.50 percent to l l percent, plus a 25 basis point adjustment for flotation
costs, and recommended the lower amount of 10.75 percent. BGE proposed an ROE of i2.75
percent although its unadjusted DCF ROE was i i .l7.33(33) The Commission winds Staffs

unadjusted DCF result, albeit at the high end of the range, is reasonable.

The Commission also agrees with BGE, OPC and BOMA that a flotation adjustment is
necessary. OPC proposed a flotation adjustment of the magnitude of 25 basis points. BGE
appeared to embrace this adjustment in its Notice ofAppeal.34(34) This increases the return on
equity to l 1.55 percent.

The Commission agrees with Staff, OPC and BOMA that Rider 8 operates to reduce the
Company's risk and therefore should be considered in determining the Company's return on
equity. Based on the arguments of the parties, the Commission believes a 50 basis point
downward adjustment is appropriate. As a result, the return on equity determination in this case
is 11.05 percent.

2. Short-Term Debt

[16] BGE noted that the Hearing Examiner used a cost for short-term debt of 4.77 percent.
According to the Company, its short-term debt rate is 5.34 percent. OPC, Staff, DOD, and MIG
all used BGE's actual cost rate in September of 1999, which was 5.34 percent. The Commission
finds that the Company is correct and that the appropriate cost of short-term debt is 5.34 percent.

C. Cost Allocation and Rate Design

[l.7, 18] BGE proposed an across-the-board allocation of any rate increase to firm and
interruptible customers. BGE's rate design method is based on the principle that rate classes and
sub-classes should provide BGE a return as close to the overall return as possible. According to
the Hearing Examiner, no party objected to the Company's allocation to firm customers. For
interruptible classes, however, BGE proposed a two-step allocation. First, an increase of
$243,735 for auto-interruptible service ("AlS") customers and a decrease of $503,476 in revenue
from Bethlehem Steel. The Hearing Examiner stated that these adjustments were designed to
bring the return of AIS and Bethlehem Steel closer to the Gas Division's overall rate of
return,35(35) The second step was to raise the tail-block of Schedule C of the GS class by twice
the percentage of the initial-block.

1. Schedule C .--- Volumetric Charge
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In the Proposed Order, the Hearing Examiner adopted BGE's proposal to impose double the

rate increase on the tail-block relative to the initial-rate block of Schedule C of the General

Service ("GS") class. According to the Proposed Order, BGE justified this by noting that its

adjusted 1998 cost of service study shows that Schedule C returns only 75 percent of the return

assigned to other sub-classes of the GS class.36(86) According to the Hearing Examiner, BGE is

attempting to drive both class and sub-class rates of return toward unity in its proposed rate

design.37(37) DOD appealed the finding of the Hearing Examiner and argued that BGE's

proposal should be rejected. According to DOD, to the extent any rate increase is necessary, it

should be apportioned based upon an equal percentage rate increase for both volumetric blocks

of Schedule C of the GS class.38(38)

It is the Commission's policy to reduce class and sub-class rate design disparities, when

appropriate. This minimizes or avoids any class having to subsidize the rates of another.

Therefore, the Commission will affirm the Hearing Examiner's decision on this matter.

2. Di/'eci Assignment 0fA&m0r Line

[19-22] Although BGE proposed to decrease Bethlehem Steel's cost responsibility for any
rate increase, Bethlehem Steel nonetheless argued that at least $2 million of any rate increase
should be shifted away from Bethlehem Steel to other rate classes. Bethlehem Steel's
methodology for doing this would be to receive direct allocation of the cost of the Manor Line
gas main rather than bearing a share of BGE's overall system costs. Alternatively, Bethlehem
Steel proposed the allocation of costs for only those mains that are of sufficient size and pressure
to provide service to Bethlehem Steel.

Bethlehem Steel asserted that the direct assignment of the Manor Line was first proposed in
Case No. 8697. in that case, BGE testified that Bethlehem Steel is served from the Manor Line
and sought to directly assign the reconstruction cost of the Manor Line to Bethlehem Steel.
Bethlehem Steel did a cost analysis based on the actual cost of the Manor Line and concluded
that with adjustments, the analysis purported to show that Bethlehem Steel is paying rates that
are $4.3 million in excess of the cost to serve Bethlehem Steel, Although BGE proposed to
decrease Bethlehem Steel's cost responsibility, Bethlehem Steel nonetheless argued that at least
$2 million of any revenue increase should be shifted away from Bethlehem Steel to other rate
classes.

As an alternative cost of service approach, Bethlehem Steel advocated allocating only the
costs for large mains to Bethlehem Steel. Bethlehem Steel stated that this can be accomplished in

Bethlehem Steel argued that while the Hearing Examiner concluded that the effect of this

proposal on the rates of other classes was unclear, Bethlehem Steel testified that the effect on

other customer classes was minor. For these reasons, Bethlehem Steel asserted that the

Commission should require BGE to allocate costs to Bethlehem Steel based on a direct

allocation of Manor Line costs and reduce Bethlehem Steel's rates by at least $2 million in this

case.
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three ways, by allocating to Bethlehem Steel only its appropriate share of BGE's: 1) Over High
Pressure System; or 2) transmission system (which contains the Over High Pressure System); or
3) mains above 12" in diameter constructed of steel (i.e., only 30 percent of BGE's investment in
pipes). Based on an analysis of this data, Bethlehem Steel concluded that it is paying rates
approximately $4.1 million higher than cost.39(39) Bethlehem Steel noted that most of BGE's
gas mains are too small to serve Bethlehem Steel. Bethlehem Steel argued that BGE should be
directed to allocate to Bethlehem Steel only the cost of mains that are of sufficient size and
pressure to provide service to Bethlehem Steel. By analogy, just as BGE does not allocate its
production and storage costs to Bethlehem Steel because these facilities are not used by the
Sparrows Point Plant, methods that allocate small low pressure pipes to Bethlehem Steel are
erroneous.

According to BGE testimony in Case No. 8697, Bethlehem Steel takes 96 percent of its gas
by way of the Manor Line and this direct supply is unique on BGE's otherwise fully integrated
distribution system. in this case, BGE supported this Cost of Service treatment for Bethlehem
Steel, but asserts that current replacement cost, less system average depreciation, is the
appropriate amount to use for a direct assignment of the Manor Line.40(40) BGE, however,
advocated that the .Commission examine this proposalin a separate Cost of Service proceeding.

Staff argued that the Manor Line was not developed exclusively to serve Bethlehem Steel,
rather it is part of the Company's integrated distribution system and serves many other
customers.4l(4l) OPC noted that this issue was resolved by the Commission, against Bethlehem
Steel, in Case No. 8697.42(42)

BOMA noted Company Witness DeWitt's testimony on this matter, i.e., that the Manor Line
serves purposes other than providing service to Bethlehem Steel. The taps on the Manor Line
serve the Company's general distribution load and assist the Company in providing interruptible
sewice.43l43) BOMA also noted that although Bethlehem Steel is an interruptible customer, "
\&... it has not been interrupted for four years."44(44) Consequently, according to BOMA,
Bethlehem Steel actually enjoys "exponentially lower rates than the firm customers it believes
should absorb [the cost of its proposed rate reduction]"45(45)

In response to Bethlehem Steel's cost allocation proposal, MIG pointed out that the Manor
Line main was constructed in the mid-l950s and has been part of the Company's integrated rate
base ever since.46(46) MIG also noted that prior to Case No. 8697, no effort had been made by
Bethlehem Stcei to seek direct assignment.47(47) ,

The Commission adopts the Hearing Examiner's decision on this matter. Although the
discussion of this matter apparently consumed a great deal of time during the proceedings, the
Hearing Examiner's finding is simple and accurate, is based on the record, and reflects the
Commissionn's long-standing recognition of the Company's gas distribution system as an
integrated system.

According to the Hearing Examiner:

1) the [Manor Line] was not specifically built for Bethlehem Steel, 2) other customers are
served by the line, 3) the line was constructed to serve as an integrated part of BGE's
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distribution system; 4) direct responsibility for maintenance or replacement costs are not
assigned to Bethlehem Steel, 5) Bethlehem Steel has no control over the line, and 6)
Bethlehem Steel has no long-term commitment to pay the cost of the line if it leaves the
system.48(48)

The Hearing Examiner concluded that Bethlehem Steel has raised significant, but not new
issues. The Commission believes that these issues should be considered after a full investigation
of the facts and of the implication of any proposed changes.

3. Direct Assignment of New Service Mains

In its initial proposal, BGE requested authority to assign $47.3 million in costs associated
with investment in new service mains (in 1997 and 1998) to residential and GS customers only.
The Hearing Examiner denied the Company's request and assigned these costs to all customer
classes.49(49l BGE did not appeal the Hearing Examiner's decision. MIG, however, did.50(50)

According to MIG, BGE's proposal to directly assign these costs to firm service customers
comports with generally accepted cost allocation principles and long-standing preccdent.51(51)
MIG emphasized that BGE's Witness DeWitt testified that "a direct assignment methodology
produces a better link between cost and cost causation in those instances where the investment
can be specifically identified with a specific customer.52(53) " Staff, OPC and BOMA opposed
the Company's proposal and MlG's endorsement of it.

in addition to its argument that BGE's distribution system is an integrated one, where costs
and benefits should generally be allocated to ail customer classes, Staff argued that direct
assignment is generally appropriate for a "lateral extension" dedicated to the service of a specific
customer rather than expansion of the system as a whole.53(53)

BOMA emphasized that "it is an undisputed fact that BGE operates its distribution system as
an integrated whole and that, consistent with that theory, these costs should be shared by all
customer classes to ensure that each receives both the benefits of fully depreciated investment
and the higher cost of new construction."54(54)

OPC also opposed MIG's and Bethlehem Steel's support for direct assignment of new main
costs.55(55) OPC argued, however, that there is no need for the Commission to resolve the issue
in this case. According to OPC, the Commission should merely leave the issue open for
resolution in future proceedings.56(56) As noted above, BOMA opposed the BGE direct
assignment of new main costs to firm and GS customers on evidentiary grounds. BOMA
disagreed with OPC's assertion that a Commission conclusion on this issue is not needed in this
case.57(57)

On this point, the Hearing Examiner is affirmed. BGE's proposal to assign all of the costs of
its new service mains to firm customers only defies the fundamental notion that its gas system is
an integrated system that in. almost every aspect serves both firm and interruptible customers
alike. Moreover, the Commission agrees with Staff and BOMA that the cost of new mains
should be shared by all customer classes to ensure that each receives the benefits and burdens of
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these investments,

4. Allocation of LNG and Propane Facilities

[23-25] BGE proposed to classify liquefied natural gas ("LNG") and propane peak-shaving
facilities as production and storage facilities and to assign their cost recovery solely to firm
customers. The Company proposed to functionalize LNG and propane peak shaving facilities as
production and storage related, and to allocate the costs on a class contribution to peak day.58(58)
MIG and Bethlehem Steel supported BGE's position. BOMA opposed it.

The Hearing Examiner denied BGE's request to recover all LNG and propane costs from firm
customers, and instead determined that both firm and interruptible customers should bear the
cost of the Company's LNG and propane plant. Further, he determined that the interruptible class
should bear costs proportionate to its use of those facilities.59(59)

In response, BGE argued that the Hearing Examiner essentially misinterpreted the record,
specifically its witnesses' testimony. Gn some days when interruptible customers delivered their
own gas, BGE simultaneously made the economic decision on behalf of firm service sales to
substitute LNG or propane for more expensive pipeline supply. BGE stated that LNG and

1 BGE submitted
that operating LNG and propane facilities for the economic benefit of firm customers cannot be
used as the basis for allocating costs to interruptible customers.

MIG argued that LNG and propane facilities have two functions: (1) to augment BGE's
ability to meet distribution design day capacity needs of firm service customers, and (2) to allow
BGE to provide an economic benefit to firm service Customers by using these facilities to supply
system load when the cost of natural gas is higher. Also, interruptible service and AlS customers
must install alternate fuel capability and must use it during periods of interruption. BGE
functionalized these facilities as production and storage related and allocates them to lim
customers. MIG asserted that BOMA "urijustitiabiy relied on a BGE data response to draw
incorrect inferences that caused the Hearing Examiner to mistakenly believe interruptible service
customers use LNG and propane facilities."60(60) MIG argued that the use oflLNG and propane
facilities on certain cold days was solely to give firm customers an economic benefit. "The fact
that BGE was delivering customer owned 'transportation gas' at the same time is a coincidence
without significance."6l(6l)

The Commission agrees that interruptible customers should not bear part of the cost of LNG
and propane facilities. As BGE stated, its proposal to functionalize LNG and propane facilities as
production and storage related and allocate by peak day is reasonable and equitable, and should
be continued. Therefore, no part of these costs should be allocated to interruptible customers.

The Commission notes that in reaching his decision to assign a portion of cost to
interruptible customers, the Hearing Examiner relied on the Company's admission that in fact
interruptible customers have indeed used the LNG and propane facilities on "very cold
days."6?~(62) While this testimony is not dispositive of this issue, it does raise serious concerns
regarding the Company's adherence to gas facilities' design and use policies and practices, and

propane peak-shaving, facilities provide no benefit to interruptible customers.
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the economic considerations used in formulating intermptibie customer rates. Thus, although the
Commission declines to apportion LNG and propane facilities costs to interruptible customers at
this time, the Commission, hereby, directs Staff to fully investigate the historic and recent use of
the Company's LNG and propane facilities by firm and interruptible customers. Further, Staff
shall investigate the economic dispatch of these facilities as discussed by the Company. Staff
shall report its findings, along with appropriate recommendations, to the Commission on or
before October 1, 2000.

5. Interrzqatible Service Penalties

[26, 27] BGE's tiling proposed to implement an unauthorized usage penalty on interruptible
customers who fail to interrupt their gas service when told to do so. Under existing tariffS,
interruptible service customers pay a penalty if they fail to interrupt as required. MIG argued that
BGE failed to show that the existing penalty is not an adequate deterrent, and that BGE's
proposed new penalties ...-- 2.4 times the standard demand charge for every nth of billing demand
during the ensuing 12 months -... are disproportionate to the infraction being penalized. The
Hearing Examiner agreed that there has to be proportionality for penalties. Therefore, the
Proposed Order permits the Company's requested penalty, with a two-step modification in an
attempt to distinguish between small and large usage during times of interruption and whether
the infraction is intentional or accidental. MIG argued that even this is notjustitiable. MIG
concluded that BGE has failed to satisfy the requisite statutory burden for changing the existing
penalty.

BOMA noted that interruptible customers pay distribution rates substantially below the rates
for firm service customers in exchange for their exposure to interruption. Over the last two years,
interruptible customers have not been interrupted. The purpose of the penalty is to ensure that
interruption will occur when required. BOMA supported penalties and recommended that
penalty revenues be credited back to firm customers because they are the ones harmed by any
failure to interrupt.63(63) BOMA asserted that the Hearing Examiner did not address this part of
the issue. Therefore, BOMA requested that the Commission direct that penalty revenues be
credited to firm customers, rather than unjustly enriching shareholders.

The Commission finds that, under present circumstances, the Hearing Examiner's resolution
of this issue is appropriate. The Commission further agrees that the parties may wish to explore
this issue to a greater extent outside of this rate case. If appropriate, the Commission would be
receptive to proposed tariff changes that reflect a consensus among the parties as to a more
appropriate interruptible customer penalty structure. With regard to BOMA's suggestion that
penalty revenues be credited to firm customers, the Commission finds that such revenues should
be credited to firm customers in accordance with existing procedures. The Company
acknowledged that it will apply any dollars collected from this penalty to all firm service
0u$t0me[S_64(64l

6. FarceMajeure
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[28] BGE's demand charge is a non-volumetric fixed charge that customers are obligated to
pay for 12 months, which is unaffected by change in demand or consumption. The demand
charge for interruptible service customers is based "on the maximum winter day measured
demand during the latest twelve-month period."65(65) MIG asserted that since the demand on a
single winter day will determine the customer's charge for the next 12 months, a force majeure
clause is required for BGE's demand charge. MIG further argued that unresolved disputes would
be submitted to the Commission, and that a force majeure clause would permit interruptible
service customers to seek relief from extraordinary conditions beyond their control. MIG stated
that the Hearing Examiner clearly recognized the propriety of a force majeure clause. According
to MIG, the Commission should either order an appropriate force majeure clause, have the
Hearing Examiner hold a hearing on this issue, or place the matter on the Administrative Hearing
docket. The Hearing Examiner determined that parties may use force majeure clauses to which
they agree, but declined to impose MIG's proposed language, noting that it places no limits on
the reasons for a challenge to BGE's demand charge.

The Commission finds that the record, with regard to this matter, is sparse. Although the
concerns raised by MIG may have merit, the Commission declines to develop actual terms based
on the existing record. Therefore, the Hearing Examiner's decision on this issue is affirmed.

7. Customer Charges

[29-31] BGE initially proposed an increase in the residential customer charge from $12.00 to
$13.00 and an increase in the Schedule C commercial customer charge from $25 to $29. In the
Proposed Order, the Hearing Examiner approved an increase in the residential customer charge
to $12.17, based on the proportion of the increase in revenue requirement he approved. No
finding was made with regard to the commercial customer charge.

BOMA, which represents a significant number of commercial customers, argued that the
Schedule C customer charge should reflect the same percentage increase compared to BGE's
proposal as the authorized revenue increase bears to BGE's request,66(66) in the Hearing
Examiner's Response to Motions to Correct, redetermined that the commercial customer charge
should also increase in proportion to the amount of approved revenue requirement increase.

The Hearing Examiner's determinations with regard to the residential and commercial
customer charge issues are rejected. There is no basis in the record for according the
proportionality adopted in the Proposed Order.

Rather, in recognition of the Company's need to move rates closer to costs and a desire to
avoid rate shock, the Commission adopts the following gradual adjustments:

a. Residential Customer Charge

The Commission approves an increase in the residential customer chare by $0.25. This
7

magnitude and frequency of customer charge increases in the recent past.

T

represents a reasonable increase along the continuum soul,ht by the Company and recognizes the
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b. Commercial Customer Charge

The Commission approves an increase in the commercial customer charge by $2.00. Again,
this amount recognizes the magnitude and frequency of customer charge increases that have been
adopted in the past.

IT IS, THEREFORE, this l 9th day of June, in the year Two Thousand, by the Public Service
Commission of Maryland,

URDERED: (i) That the Proposed Grder of Hearing Examiner is affirmed, except as
modified herein;

(2) That Company's test year net operating income is determined to be $58,330,000 on a rate
base of $72l,980,0001

(3) That the Company's revenue requirement is $6,433,000 based on an overall rate of return
of 8.606i percent,

(4) That Baltimore Gas and Electric Company shall file with the Commission amended
schedules with rates consistent with this Order.

APPENDIX A

CASE NO. 8829
BALTIMORE GAS AND ELECTRIC COMPANY

FOR THE TWELVE MONTHS ENDED
DECEMBER 31, 1999
(Thousands of Dollars)

REVENUE REQUIREMENT
[Graphic(s) below may extend beyond size of screen or contain dis tor sons.]

Adjusted Rate Base
Rate of Return

$721,980
8.60(81%

Required Operating income
Adjusted Operating Inccune

62, 134
58, 330

Operating Income Deficiency
Conversion Factor

3, 804
0 . 5914

Revenue Requirement $6,433.
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[Graphic(s) below may extend beyond size of screen or contain distortions.]

Rate of Return
Capitalization Cost Weighted

Ratio Rate Cost

Long-Term Debt
Short-Term Debt
Topes
Preferred Stock
Common Equity

46.24%
1.00%
3.64%
4.64%

44.48%

6.58%
5.34%
7.40%
7.02%

l1,05%

3.0426%
0.053448
0.2694%
0.3257%
4 .9150%

100 . 00 c
a §"jgjg i3§
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1 1. INTRODUCTION

2 Q- PLEASE STATE YOUR NAME AND ADDRESS.

3 A. My name is Daniel G. Hansen. My business address is 4610 University Avenue,

4 Suite 700, Madison, Wisconsin 53705.

5

6 Q. WHAT IS YOUR PROFESSION AND BACKGROUND?

7 A. I am a Vice President at Laurits R. Christensen Associates, Inc. received a Ph.D. in

8 Economics from Michigan State University in 1997, at which time I joined Laurits R.

9 Christensen Associates, Inc. I have worked primarily with the energy industry during my

m
>c 60mo

10 11 years of consulting. In 2005, I conducted independent evaluations of Northwest

11 Natural Gas's decoupling and weather normalization mechanisms in Oregon, as required
< 9

12 by that Commission's Orders approving the mechanisms. Last year, I provided testimony

IN '8-QN

33 3

( 9 13 on behalf of the Utah Division of Public Utilities regarding Quester Gas Company's

14 decoupling mechanism. On behalf of Environment Northeast (a non-profit

15 environmental organization), I provided testimony regarding a decoupling mechanism

16 proposed by Connecticut Light & Power and also served on a panel before the

17 Massachusetts Department of Public Utilities to discuss the merits of decoupling

18 mechanisms (Docket 07-50). My resume is attached as AIC Exhibit No. ____ (DGH-1),

19

20 Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

21 The Arizona Investment Council ("AIC") has retained Christensen Associates Energy

22 Consulting, LLC, a subsidiary of Laurits R. Christensen Associates, Inc., to provide

23 testimony regarding the Revenue Decoupling Adjustment Provision ("RDAP") and the

24
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1 Weather Normalization Adjustment Provision ("WNAP") proposed by Southwest Gas

2 Corporation ("Southwest Gas" or "the Company"). The aspects of these mechanisms that

3 this testimony will address are:

4 • How RDAP addresses utility incentives to promote conservation and energy

5 efficiency without significantly altering the customer-level incentive to conserve,

6 • Other benefits associated with RDAP,

7 • How WNAP reduces risk for both the utility and its customers, and

8 • How a combination of RDAP and WNAP can be particularly effective.

9

10 2. THE REVENUE DECOUPLING ADJUSTMENT PROVISION

11 Q. WHAT IS THE PURPOSE OF A DECOUPLING MECHANISM?

12 A. Decoupling mechanisms are primarily intended to reduce or eliminate a utility's

13

14

disincentive to promote conservation and energy efficiency. For this reason,

. , . . I
envlronmental organizations such as the Naval Resources Defense Councll and

15 Environment Northeast support decoupling. At the same time, decoupling mechanisms

16 reduce the variability of utility non-gas revenues. In the case of Southwest Gas's

17 proposed RDAP, the Company would recover a fixed amount of non-gas revenues per

18 customer served.

19

20

21

22

23

24

1 ¢ . . . . . ,,
' Joint Statement of the American Gas Assoclatxon and the Natural Resources Defense Councll , July 2004.
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1 Q. PLEASE DESCRIBE THE COMPANY'S DISINCENTIVE TO PROMOTE

2 CONSERVATION AND ENERGY EFFICIENCY THAT EXISTS UNDER ITS

3 CURRENT NON-GAS RATES.

4 A. The disincentive is created because traditional rate designs require the utility to recover

5 the majority of its non-gas costs, which are largely fixed costs, through volumetric rates,

6 A reduction in sales leads to a reduction in non-gas revenues, but does not lead to a

7 matching reduction in non-gas, i.e., primarily fixed, costs. Therefore, under its current

8 non-gas rates, the Company's realized rate of return is tied to sales levels. Lower sales

9 levels lead to a lower rate of return and higher sales levels lead to a higher rate of return.

10. This traditional design leads to a game of chance as to whether customer usage patterns

11 and weather patterns will actually allow the utility to recover its fixed costs, which do not

12 fluctuate with those weather or usage patters.

13

14 Q. PLEASE DESCRIBE THE COMPANY'S PROPOSED REVENUE DECOUPLING

15 ADJUSTMENT PROVISION.

16 A. The RDAP is a standard revenue per customer decoupling mechanism in which the

17 Company's allowed monthly non-gas revenues are equal to the number of customers in

18 the billing month multiplied by the allowed margin per customer in that month. The

19 allowed non-gas revenue is compared to the actual non-gas revenue billed and the

20 difference is entered into the RDAP Balancing Account ("RDAP BA"). An over-

21 recovery of non-as revenue (i.e., when actual non-as revenue exceeds allowed non-gas

22 revenue) produces a credit in the RDAP BA, reducing the non-gas rate in the following

23 year. An under-recovery of non-gas revenue (i.e., when actual non-gas revenue is less

24 3
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2

than allowed non-gas revenue) produces a debit in the RDAP BA, increasing the non-gas

rate in the following year.

3

4 Q. HOW DOES RDAP ADDRESS THE COMPANY'S DISINCENTIVE TO

5 PR0M0TE CONSERVATION AND ENERGY EFFICIENCY?

6 A. RDAP removes the link between the Company's sales and revenues. Under RDAP,

7

8

9

Southwest Gas recovers the level of revenue per customer approved for the RDAP tariff,

regardless of the level of sales per customer. Therefore, when RDAP is in place, the

Company's realized rate of return is not adversely affected by the success of conservation

10 or energy efficiency programs.

11

12 Q. HAS THE REVENUE PER CUSTOMER RDAP DESIGN PROPOSED BY

13 SOUTHWEST GAS BEEN USED IN OTHER JURISDICTIONS?

14 A.

15

Yes, the revenue per customer design is the most common form of decoupling that I have

observed. Tlle per-customer concept has been used by Vectren Energy in Indiana and

16 Ohio, Cascade Natural Gas in Washington and Oregon, Piedmont Natural Gas in North

17

18

19

20

Carolina; Baltimore Gas & Electric in Maryland, New Jersey Natural Gas, Washington

Gas in Maryland, South Jersey Gas, Questar Gas in Utah; and Northwest Natural Gas in

Oregon. Although there are differences between these decoupling mechanisms, they all

tie the level of non-gas revenues to the number of customers in the current month or year.

21

22

23

8
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1 Q. HOW DOES DECOUPLING AFFECT THE RATEPAYERS' INCENTIVE TO

2 ENGAGE IN CONSERVATION OR ENERGY EFFICIENCY?

3 A. Decoupling has essentially no effect on an individual ratepayer's incentive to conserve

4 energy and may actually increase the customer-level incentive to conserve. To see this,

5 consider what happens to a residential customer's bill when they conserve energy with

6 and without decoupling. Suppose a G-5 customer would typically consume 35 terms in

7 January, but is assessing the benefits (under current rates) of reducing usage to 30 terms.

8 Whether decoupling is present or not, the reduction in usage would reduce the customer's

9 January non-gas bill by $2.71 (= $0.542 per therm x 5-therm reduction). With a

10 decoupling mechanism in place, the $2.71 bill reduction goes into the RDAP BA to be

11 recovered in the following year. However, this $2.71 will be paid by all G-5 customers

12 in the following year, so that the bills for the conserving customer M11 be essentially

13 unchanged by the presence of decoupling.

14

15 Q. DOES THE EXAMPLE ABOVE STILL WORK IF MORE THAN ONE

16 RATEPAYER AT A TIME CONSERVES ENERGY?

17 A. Yes. The only thing that a ratepayer can control is whether he or she engages in

18 conservation or energy efficiency activities. Because the "true-up" of non-gas revenue

19 through the decoupling mechanism is almost entirely paid by other ratepayers, the

20 individual-level incentive to conserve is not affected. If many or most of the ratepayers

21 also decide to conserve energy, decoupling could lead to an increase in rates in the

22 following year. However, that higher rate only increases the customer-level incentive to

23 engage in long-term conservation and energy efficiency activities.

24 5
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1 Q. IT SEEMS COUNTER-INTUITIVE THAT DECOUPLING COULD INCREASE

2 THE CUSTOMER-LEVEL INCENTIVE TO CONSERVE. COULD YOU

3 PLEASE EXPLAIN THIS IN MORE DETAIL?

4 A. Yes. Consider an example in which a conservation program causes 20% of the customers

5 to reduce usage by 20% each, which would lead to a 4% decrease in total usage (= 0.2 x

6 0.2). Assume that this leads to a reduction in non-gas revenue of 4% (it will actually be

7 less than that because some non-gas revenue comes from the fixed monthly charge). All

8 of the customers, including the 20% who conserve and the 80% who do not, will pay the

9 standard tariff rates in the current year. In the following year, the non-gas rate increases

10 by approximately 4% for all customers. This rate increase actually increases an

11 individual customer's incentive to conserve in the following year.

12 While it may seem counter-intuitive that decoupling increases the customer-level

13 incentive to conserve, consider the decision-making process for one customer. Suppose

14 that this customer knows that (1) the conservation program is in place, (2) it will likely

15 lead others to reduce their usage levels and (3) therefore the program will cause an

16 increase in the non-gas rate in the following year. The customer in this example M11 pay

17 the higher rate in the following year regardless of whether he or she chooses to conserve.

18 Therefore, the customer will evaluate the benefits of conserving energy by considering

19 the full non-gas rate in the current year and a higher non-gas rate in the following year

20 (due to the effects of the conservation program combined Mth the decoupling

21 mechanism). This increases die incentive (relative to current rates in the absence of

22 decoupling) to engage in long-term conservation activities, such as investing in a more

23 efficient mace.

24 6
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1 Q. AIC IS INTERESTED IN IMPROVING THE ABILITY OF SOUTHWEST GAS

2 AND ALL ARIZONA UTILITIES TO RAISE CAPITAL AT REASONABLE

3 RATES TO MEET THE INFRASTRUCTURE NEEDS OF ARIZONA'S RAPID

4 GROWTH. DO REVENUE DECOUPLING MECHANISMS ASSIST IN THAT

5 GOAL AS WELL?

6 A. Yes. Decoupling reduces the variability in a utility's non-gas revenues and ensures that a

7

8

9

fixed amount of non-gas revenue per customer is recovered as customers are added to the

system. By making the level of non-gas revenue more predictable over time, decoupling

is likely to improve an investor's view of Southwest Gas as an investment opportunity

10 and, therefore, improve the Company's ability to attract capital at a reasonable rate. As

11

12

Mr. Montgomery wrote in his direct testimony, the Company has not been able to earn its

authorized rate ofreturn since the last rate case, which has been a consistent trend fora

13

14

15

16

17

18

decade or more. (Montgomery at p. 5.) In the absence of decoupling, the ongoing

problems that the Company has had in achieving its allowed rate of return may be

exacerbated by, among other things, the expansion of Demand-Side Management

programs and the prospect of a national carbon tax. This would further endanger

Southwest Gas's ability to compete for capital, which would be detrimental to the

interests of both the Company and its ratepayers, unless the RDAP is approved.

19

20 Q. DOES DECOUPLING LEAD TO ANY OTHER POSITIVE OUTCOMES?

21 A.

22

23

Yes. By providing increased stability in non-gas revenues, decoupling will, in all

likelihood, reduce the frequency of rate cases. A reduction in the frequency of rate cases

reduces costs for the Company, its customers and the regulator.

24 7
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2 3. THE WEATHER NORMALIZATION ADJUSTMENT PRUVISION

3 Q. WHAT IS THE PURPOSE OF A WEATHER NORMALIZATION

4 MECHANISM?

5 A. Weather normalization mechanisms reduce the variability in non-gas revenue for the

6

7

8

9

utility and reduce the variability of non-gas bills for ratepayers. Because of the use of

natural gas for space heating, weather is a significant driver of fluctuations in natural gas

usage from month-to-month and year-to-year. When non-gas costs are recovered through

volumetric rates, weather fluctuations lead to significant variability in customer payments

10

11

12

for, and utility receipt of, non-gas revenue. A weather adjustment mechanism adjusts

non-gas revenue to reflect revenues that would have been collected under nonna weather

conditions.

13

14 Q. PLEASE DESCRIBE THE COMPANY'S PROPOSED WEATHER

15 NORMALIZATION ADJUSTMENT PROVISION (MWNAPQQ).

16 A.

17

WNAP calculates customer-specific bill adjustments based on normal weather

conditions, actual weather conditions and the customer's usage levels across months. It

18 does so by first adjusting actual (metered) volumes to normal weather conditions. The

19 volume adjustment is then used to calculate a bill adjustment, accounting for the effect of

20 the block rates.

21

22

23
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22

21

20

19

18

17

16

15 A.

14

13

12 Q.

11

10

9

8 A.

7 Q.

6

5

4

3

2 A.

1 Q.

variability of non-gas bills and revenue by removing the effects of changes in weather

while customers will pay bills that are lower than expected.

That is,

months. The opposite outcome occurs in a winter month that is warmer thannormal.

the expense of the ratepayers, who receive higher than normal bills in colder than normal

causing the Company to over-recover its non-gas revenues. This over-recovery comes at

Yes. When winter temperatures are below normal, natural gas consumption increases,

RATEPAYER'S NON-GAS BILLS?

VARIABILITY OF THE COMPANY'S NON-GAS REVENUES AND THE

WOULD YOU EXPECT THE WNAP TO BE EFFECTIVE IN REDUCING THE

identical to the Weather Normalization Adjustment used by Questar Gas in Utah.

in 20 different states.2 Specifically, the WNAP design suggested by Southwest Gas is

Yes. Weather nonnalization mechanisms have been implemented for at least 41 utilities

HAS THE WNAP DESIGN BEEN USED IN OTHER JURISDICTIONS?

temperature is above 65 degrees and increasing linearly below 65 degrees).

intended to reflect the use of space heating appliances (none when the average

for each day (and then summed up across days within a billing month). This variable is

HOW ARE WEATHER CONDITIONS MEASURED?

Weather conditions are measured in heating degree days ("HDDs"), which is calculated

in a warm winter month, the utility will under-recover its non-gas revenues,

WNAP reduces the

J

23

2 , . . . a .
Daniel G. Hansen and Steven D. Bralthwalt, "A Review of the Weather Adjusted Rate Mechanism as Approved by

the Oregon Public Utility Commission for Northwest Natural," Oregon Public Utility Commission Docket UG-152,
October 2005, pp. 10-1 l.
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1 conditions on customer usage levels, Le., increasing non-gas revenue (and bills) in mild

2 winter months and decreasing non-gas revenue (and bills) in cold winter months.

3

4 Q. WHY ARE THE ADJUSTMENTS MADE USING CUSTOMER-SPECIFIC

5 DATA?

6 A. Because some customers are more weather sensitive than others. For example, a

7 customer who only uses natural gas for cooking will not tend to change usage levels in

8 response to changes in weather conditions. WNAP accounts for the differences across

9 customers by calculating customer-specific bill adjustments based on each customer's

10 usage levels in winter and summer months, using billing data Hom the summer months to

11 determine the amount of usage that is not weather-sensitive.

12

13 Q. DCES WNAP SHIFT RISK FROM THE COMPANY TO ITS RATEPAYERS?

14 No. Both the Company and its ratepayers are exposed to risk caused by fluctuating

15 weather conditions. Because a specific weather outcome (e.g., a cold winter month)

16 benefits one party at the expense of the other, the weather risk can be offset for both of

17 the parties through a weather adjustment mechanism. WNAP will reduce the variability

18 of the non-gas portion of the bill for customers and reduce the variability of non-gas

19 revenues for the Company.

20

21

22

23

24

A.
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1 4. HOW RDAP AND WNAP COMPLEMENT ONE ANOTHER

2 Q- IS IT A GOOD IDEA TO HAVE BOTH A DECOUPLING MECHANISM AND A

3 WEATHER ADJUSTMENT MECHANISM?

4 A. Yes. By itself, the RDAP will adjust rates to account for fluctuations in non-gas revenues

5 due to any source, including weather. However, the rate will not adjust until the

6 following year. Therefore, RDAP alone does not address the month-to-month weather

7 risk to which ratepayers are exposed. For example, in a cold winter month, customers'

8 overall bills (including gas costs) will be higher than expected. The RDAP will reiilnd a

9 portion of the high bill through a reduction in the non-gas rate, but this rate decrease will

10 not take effect until the following year.

11 In contrast, the WNAP will adjust the current bill for the effect of weather on the
'a

12 non-gas portion of bills. Therefore, under WNAP, ratepayers will receive immediate

13 relief from the effects of a cold Meter month.

14 In addition, because weather tends to be the largest driver of usage fluctuations,

15 the fact that WNAP adjusts current non-gas revenues for the effects of weather reduces

16 the size of the RDAP deferrals. That is, if RDAP and WNAP are both in place, RDAP

17 deferrals will tend to be smaller (in absolute value) because the effect of weather on non-

18 gas revenues is removed.

19

20

21

22

23
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1 Q. PLEASE DESCRIBE HOW WNAP IS IMPROVED BY THE PRESENCE OF

2 RDAP.

3 A. A key issue when establishing a weather adjustment mechanism is in defining nonna

4 weather conditions. For example, if the level of "normal" heating degree days is set too

5 high, the weather adjustment mechanism will consistently work as though the winter is

6 milder than average, leading to customer surcharges on average. However, if RDAP is

7 present in addition to WNAP, the decoupling deferrals will correct any errors that occur

8 because of an incorrect definition of normal weather. Continuing this example in which

9 "normal" heating degree days are set too high and the WNAP will over-charge customers

10 on average, the increase in non-gas revenues due to the WNAP bill adjustments is

3 completely offset by the matching customer refund that is created in the RDAP BA.

12 It is difficult to determine the timeframe that should be used to define normal

13 weather conditions (e.g., the previous 10, 20 or 30 years) and reasonable people can

14 disagree on the issue. The fact that RDAP automatically adjusts non-gas revenues to

15 account for any errors that may exist in the definition of normal weather used in WNAP

16 is, therefore, a convenient and desirable attribute that effectively eliminates the need to

17 debate the definition of normal weather conditions.

18

19 5. RECOMMENDATIONS

20 Q. WHAT ARE YOUR RECOMMENDATIONS REGARDING RDAP AND WNAP?

21 A. I recommend that the Commission approve both RDAP and WNAP. RDAP removes a

22 disincentive that Southwest Gas faces in supporting conservation and energy efficiency

23 programs. Importantly, it does so in a way that does not reduce the customer-level

24 12
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1 incentives to engage in conservation and energy efficiency activities. Also, decoupling

2 will likely reduce the frequency of rate cases by providing an automatic adjustment to

3 allowed revenues based on the observed change in the number of customers served and

4 by reducing the financial effects associated with changes in customer usage levels over

5 time. In addition, by improving the stability of non-gas revenues, decoupling will, all

6 else equal, improve Southwest Gas's ability to obtain capital at reasonable rates.

7 WNAP is appropriate because it reduces weather-induced risk for both the

8 Company and its ratepayers. It accounts for the fact that customers differ in their weather

9 sensitivity and provides customers with immediate bill relief in colder-than-normal

10 winter months .

11 WNAP and RDAP function particularly well in combination. That is, WNAP

12 reduces the size of RDAP deferrals (reducing the size of the annual rate changes due to

13 RDAP), while RDAP eliminates the potential for errors in WNAP bill adjustments due to

14 an incorrect normal weather definition that could otherwise skew WNAP payments

15 toward either the Company or its ratepayers.

16

17 Q. DOES THIS COMPLETE YOUR TESTIMONY?

18 A. Yes.

19

2 0 18762-6/1807516

21

22

23
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1 1. INTRODUCTION

2 Q. PLEASE STATE YOUR NAME AND ADDRESS.

3 A.

4

My name is Daniel G. Hansen. My business address is 4610 University Avenue,

Suite 700, Madison, Wisconsin 53705 .

5

6 Q. DID YOU PREVIOUSLY FILE DIRECT TESTIMONY IN THIS DOCKET ON

7 APRIL 11, 2008?

8 Yes, I did.

9

10 Q. WHAT IS THE PURPOSE OF THIS REJOINDER TESTIMONY?

11

12

4
>:38'l94aczv38
44328':"'§323u <i igm;
. H z

3~g
(9 0. 13

14

15

16

17

18

19

Its primary purpose is to respond to the arguments raised in opposition to the Revenue

Decoupling Adjustment Provision ("RDAP") and the Weather Normalization Adjustment

Provision ("WNAP") (1) in the direct testimony of RUCO witness Mr. Rigsby, as well as

the surrebuttal testimony of Ms. Diaz Cortez which adopts Mr. Rigsby's direct testimony

and (2) in the direct testimony of Mr. Radigan filed March 28, 2008 and his surrebuttal

testimony. I M11 also summarize the key reasons why the RDAP and WNAP should be

approved by this Commission and provide the Commission information on revenue

decoupling pilot programs I evaluated that were instituted and are still in effect in the

states of Utah and Oregon.

20

21 Q. HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED?

22 A.

23

Section 2 reviews the reasons that RDAP and WNAP should be approved; Section 3

provides support for the pilot programs proposed by Southwest Gas Company

3

24

A.

A.



4

1 ("Southwest Gas" or "the Company"), Section 4 responds to arguments by Mr. Radigan,

2 Mr. Rigsby, and Ms. Diaz Cortez, and Section 5 provides my recommendations.

3

4 2. KEY REASONS WHY RDAP AND WNAP SHOULD BE APPROVED

5 Q. WHAT ARE THE BENEFITS OF RDAP?

6 A. As explained in my direct testimony, RDAP has the following key benefits :

7 1. RDAP eliminates the Company's disincentive to support conservation and

8 energy efficiency due to regulatory lag (pp. 3-4),

9 2. RDAP preserves, and potentially increases, the customer-level incentive to

10 conserve that exists in standard rates (pp. 5-6),

11 3. RDAP improves the Company's ability to attract capital at.reasonable rates by

12 providing improved stability in revenues (p. 7); and

13 4. RDAP may reduce the frequency of rate cases (p. 7).

14

15 Q. WHAT ARE THE BENEFITS OF WNAP?

16 A. As I discussed at pages 8-10 of my direct testimony, WNAP reduces weather risk for

17 both the Company and its ratepayers. This is possible, because when weather makes one

18 party better of£ the other party is worse off Therefore, because WNAP reduces the

19 weather-induced variability of Company revenues, it also reduces the weather-induced

20 variability of customer bills. Because WNAP includes ratepayer-specific bill adjustments

21 and affects bills in the current month, it is effective in reducing weather risk for

22 individual ratepayers. I will discuss this issue further in my response to the Staff and

23 RUCO testimony.

24 2
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1

2 Q. DO RDAP AND WNAP WORK WELL IN COMBINATION?

3 A. Yes. As I discussed at pages 11-12 of my direct testimony, RDAP and WNAP work

4

5

6

particularly well together. WNAP helps to reduce the size of the RDAP deferrals, which

improves rate stability over time. RDAP eliminates concern regarding the definition of

nonna weather used in WNAP, so that weather adjustments will not be skewed toward

7 either the Company or its ratepayers over time.

8

9 3. PILOT PROGRAM PROPOSAL

10 Q. AT PAGES 23-25 OF HIS REBUTTAL TESTIMONY, MR. CONGDON

11 SUGGESTS THAT THE COMMISSION AUTHORIZE RDAP AND WNAP ON A
8 f

12 PILOT BASIS. MR. SCHLEGEL SUPPORTS THAT CONCEPT IN HIS

13 SURREBUTTAL TESTIMONY. DO YOU HAVE EXPERIENCE WITH SUCH

14 PILOT PROGRAMS IN OTHER STATES?

15 A.

16

17

Yes, I provided evaluations of both revenue decoupling and weather adjustment pilot

programs in Oregon and provided testimony on behalf of the Utah Division of Public

Utilities regarding a revenue decoupling mechanism in that state.

18

19 Q. PLEASE DESCRIBE THE OREGON DECOUPLING PILOT PROGRAM.

20 A.

21

In Order No. 02-634, the Oregon Public Utility Commission approved a three-year

decoupling pilot program for Northwest Natural Gas beginning on October 1, 2002. The

22 Order also required an independent review by March 21, 2005 to determine whether the

23

8
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1 mechanism should be continued beyond its initial tennination date of September 30,

2 2005. Dr. Steven Braithwaite and I conducted the independent review.

3 The review was quite extensive and included assessments of the effect of

4 decoupling on:

5 • Utility and ratepayer incentives,

6 • Utility and ratepayer risk,

7 9 Utility financial outcomes,

8 • Utility behavior, including marketing effort, energy efficiency program

9 performance, an analysis of new customer connections and corporate

10 culture and organization,

11 • Service quality,

12 • Connections practices, and

13
• Utility finances (e.g., bond ratings).

14
In addition, we interviewed other interested parties to obtain their views on the

15
mechanism and its effect on the utility's behavior. At the conclusion of the review, we

16 recommended the continued use of decoupling.

17
The Oregon Commission accepted our recommendation and extended the pilot an

18
additional four years. The decoupling pilot was recently extended again and is currently

19
set to expire on October 31, 2012.

20

21

22

23
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1 Q. PLEASE DESCRIBE THE OREGON WEATHER ADJUSTMENT MECHANISM

2 PILOT PROGRAM.

3 A. In Order No. 03-057, the Oregon Public UtilityCommission approved a five-year

4 weather adjustment mechanism ("WARM") pilot program for Northwest Natural Gas

5

6

beginning on September 1, 2003. The Order required "a report on the iimctioning of

WARM, including any proposed refinements to the program by September 30, 2005.

7 Dr. Steven Braithwaite and I alsoprepared that report.

8 The review included :

9 • An assessment of the effect of WARM on utility and ratepayer incentives,

10 • An assessment of the effect of WARM on utility and ratepayer risk,

11 • A review of weather normalization programs used in the United States,

12 9 Analyses and simulations of program outcomes, and

13 • An examination of service quality issues.

14 The report recommended the continued use of a weather adjustment mechanism. The

15 pilot program was recently extended to October 31, 2012. This date was selected so that

16 the pilot program periods for the decoupling and weather adj vestment mechanisms would

17 match, allowing for a future joint examination of the programs.

18

19 Q. PLEASE DESCRIBE THE UTAH DECOUPLING PILOT PROGRAM.

20 A. The Public Service Commission of Utah approved a three-year decoupling pilot program

21 (called the Conservation Enabling Tariff, or "CET") for Questar Gas Company to begin

22

23

24
1 Page 3, Appendix Cto Oregon Public Utility CommissionOrder No;03-507.
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1 on November 1, 2006. The Order required a one-year review of the program to provide

2 parties with the opportunity to recommend modifications to, or the termination of, the

3 decoupling mechanism. I provided testimony on behalf of the Utah Division of Public

4 Utilities and recommended the continuation of the pilot program.

5 The Commission agreed: "We view the remaining two years of the Pilot Period

6

7

as an opportunity to gain more experience and gather more information by which we may

evaluate the benefits and detriments of the CET."2

8

9 Q. DO YOU RECOMMEND THE USE OF THE PILOT PROGRAM MODEL FOR

10 SOUTHWEST GAS?

11 A. Yes. Pilot programs provide regulators and other parties the opportunity to observe how

12 a mechanism functions without the risk of incurring any long-term adverse effects they

13 suspect might come to pass. In addition, they provide the oppommity to line tune the

14 mechanism in response to real-world experience. While I believe that RDAP and WNAP

15 are well-designed programs that will outlive a pilot program period, the use of a pilot

16 may provide information that allows for the mechanisms to be improved.

17

18

19

20

21

22

23

24
2 November 5, 2007 Order 'm Docket No. 05-057-TOl, p. 13.
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1 4. RESPONSE TO MR. RADIGAN, MR. RIGSBY AND MS. DIAZ CORTEZ

2 Q. BOTH THE RUCO AND STAFF WITNESSES STATE THAT WNAP SHIFTS

3 WEATHER RISK FROM SHAREHOLDERS TO RATEPAYERS_3 DO YOU

4 AGREE?

5 A. No. They make this claim repeatedly and without any support or justification. It seems

6 to be based on a view that risk is a zero sum game, so that if risk is reduced for one party,

7 it must be increased for another. A simple example shows that this is not the case.

8 Suppose that weather in a winter month can only be one of two things: mild, in

9 which case the customer pays $20 in non-gas costs, or cold, in which case the customer

10 pays $30 in non-gas costs. In this example, the allowed non-gas revenue is $25. Ina

mild winter month, the utility undercollects by $5 (= $20 - $:25), while the customer

12 underpays by $5. In a cold winter month, the utility overcollects by $5 (= $25 ... $20),

13 while the customer overpays by $5.

14 It would be easy to design WNAP if the world worked this way. In a mild Mnter

15 month, the customer's non-gas bill is increased by $5, and in a cold winter month the

16 customer's non-gas bill is decreased by $5. After the "WNAP" adjustment is made, the

17 utility collects $25 and the customer pays $25 no matter what happens with the weather.

18 Prior to the adj vestment, both the utility and the customer faced weather risk.

19 After the adjustment, neither the utility nor the customer face weather risk. This

20 demonstrates that a weather adjustment mechanism reduces risk for both the utility and

21 the ratepayers .

22

23

24
3 Rigsby Direct, p. 7, Diaz Cortez Surrebuttal, p, 9, and Radigan Surrebuttal, pp.4 and 10.
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1 Q. THAT WAS A VERY SIMPLE EXAMPLE. DOES IT ACTUALLY

2 DEMONSTRATE HOW WNAP WOULD WORK?

3 A. Yes, the example contains all of the basic features of volumetric non-gas rates and

4 WNAP1 weather conditions that make one party better off make the other party worse off

5 and a mechanism that Md<es customer-specific adjustments to the non-gas portion of the

6 bill. The details of WNAP are more complicated because of the need to accommodate a

7 broader range of weather conditions and customers.

8 WNAP reduces weather risk for both the Company and its ratepayers. The

9

10

11

Company M11 experience reduced variability of non-gas revenues and customers will

experience reduced variability in the non-gas portion of their bills. Another customer

advantage is the WNAP adjustments affect thecurrent bill, so that relief from the effects

12

13

14

of a cold winter month are provided immediately. Also, the WNAP adjustments are

based on customer-specific data, so that the size of the adjustment is appropriate given

each customer's weather sensitivity.

15

16 Q. Ms; DIAZ CURTEZ CLAIMS THAT UNDER RDAP "THE PRICE MESSAGE

17 AS IT RELATES TO INCENTING CONSERVATION IS DILUTED S0 THAT

18 THE CUSTOMER WILL NOT SEE AS COMPELLING OF A CONSERVATIGN

19

20

PRICE MESSAGE UNDER THE PROPOSED RDAP AS THEY OTHERWISE

WOULD ABSENT THE RDAP."4 DO YOU AGREE?

21 A. No. Ms. DiazCortez appears to be confusing the effect ofRDAP on all customers with

22 the effect of RDAP on the incentives for any one customer. That is, when customers

23
4 Diaz CortezSurrebuttal, p. 6.

24 8



1 conserve under RDAP, the applicable customer group as a whole will "repay" the

2 Company for the associated reduction in non-gas revenue. Therefore, it may appear that

3 RDAP reduces the customers' incentive to engage in conservation by the amount of the

4 non-gas rate.

5 However, that's not the case. Any one customer who conserves energy promptly

6 receives the full reduction and corresponding conservation signal in non-gas revenue on

7 his or her current bill. It's only in the next year that customer "repays" an imperceptibly

8 small portion of it through the RDAP deferral. This means that the customer-level

9 incentive to conserve is essentially unchanged by the presence of RDAP.

10

11 Q. HAVE OTHER GROUPS RECOGNIZED THAT DECOUPLING DOES NOT

12 SIGNIFICANTLY ALTER THE CUSTOMER-LEVEL INCENTIVE TO

13 CONSERVE?

14 Yes. The Natural Resources Defense Council ("NRDC") supports using decoupling to

15 sever the link between sales and revenues, but does not support the use of high fixed

16 charges. In their article, "Brealdng the Consumption Habit", which appeared in The

17 Electricity Journal in December 2001, theNRDC concludes that high fixed charges

18 should not be used as asubstitute for decoupling because "We should not make a bad

19 situation worse by reducing customers' rewards for using less electricity, which is

20 precisely what would happen if we raised their fixed charges and cut their usage-based

21 distribution charges by a corresponding amount." While this article was written from the

22 electricity perspective, the same argument applies to the natural gas industry. That's

23 evidenced by the NRDC's support for natural gas decoupling mechanisms in their joint

24

A.
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1 statement with the AGA. (This joint statement has been included as Exhibit A to

2 Mr. Miller's direct testimony.)

3

4 Q. CAN RDAP INCREASE THE CUSTOMER-LEVEL INCENTIVE TO

5 CONSERVE?

6 A. Yes. For example, suppose that a customer anticipates that other customers will

7

8

9

10

l l

conserve-perhaps because of the introduction of a new DSM program. Based on this,

the customer expects a rate increase in the following year through the RDAP deferral .

The expectation of the higher rate will increase the benefits the customer perceives in

engaging in conservation and energy efficiency. That example is described in greater

detail on page 6 of my direct testimony.

12

13 Q. IS IT FAIR FOR RDAP TO REQUIRE THE CUSTOMER GROUP AS A WHOLE

14 TO PAY FOR THE REDUCTIONS IN NON-GAS REVENUES FROM

15 CONSERVING CUSTCMERS?

16 A .

17

18

19

20

I believe that it is. For example, it is no different from the use of regulatory surcharges

collected from all customers to fund DSM programs. Like RDAP deferrals, these rates

are paid by all ratepayers, but the direct benefits of the DSM programs are limited to

participating customers. However, there are indirect benefits--potentially associated

with environmental improvements or reductions in commodity costs-that are shared

21 with all customers.

22

23
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1 Q. Ms. DIAZ CORTEZ TESTIFIED THAT "THE RDAP WOULD ONLY ADJUST

2 BILLING DETERMINANTS FOR THERMS LOST TO CONSERVATION AND

3 IGNORE ANY GAINS IN BILLING DETERMINANTS DUE T() GR()WTH-»5

4 DO YOU AGREE?

5 A. No. This statement indicates that Ms. Diaz Cortez may not understand how RDAP

6 works. First, RDAP does not "adjust billing determinants." Rather, it causes revenue to

7 be added to or subtracted from a deferral account because of differences between allowed

8

9

10

11

and actual use per customer. The total deferrals for the year-positive or negative-are

then converted into a rate adjustment for the following year.

Second, RDAP does not adjust only for "terns lost to conservation." RDAP will

add to or subtract from the deferral account whenever there is a difference between

12 allowed and actual use per customer, regardless of the cause of that difference.

13 Third,RDAP will not "ignore any gains in billing determinants due to growth"if

14 the growth is associated with increases in use per customer. It is true that RDAP will not

15

16

17

18

create a deferral when average-sized customers are added to the system. That is, if

customers are added, but use per customer does not change, the RDAP won't do

anything. This allows the Company to recover additional non-gas revenue to cover costs

associated with serving the added customers, which also occurs under standard rates.

19

20

Alternatively, if existing customers increase usage relative to the approved levels, RDAP

will cause rates to go down in the following year.

21

22

23

5 Diaz Cortez Surrebuttal, p- 4.
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1 Her misconceptions regarding how RDAP works appear to be the source of her

2 view that R.DAP "truly is biased."6 In fact, RDAP rate adjustments can lead to either rate

3 increases or rate decreases. However, if RDAP is successful in increasing the level of

4 conservation and energy efficiency, the deferrals will tend to lead to rate increases. I

5 don't believe that such rate increases should be viewed as a bias, because, as I've pointed

6 out, customers would also benefit from the increased conservation and energy efficiency

7 activity.

8

9 Q. TO SUPPORT HIS ARGUMENTS AGAINST RDAP, MR. RADIGAN CITED

10 THE MAINE EXPERIENCE WITH DECOUPLING, AS DESCRIBED IN A

11 NARUC DECOUPLING FAQ ])0)UMENT_7 DID HE OMIT ANY RELEVANT
g

12 INFORMATION FROM THAT DOCUMENT?

13 A. Yes. NARUC included a box on page 8 of the FAQ document that describes Maine's

14 decoupling experience. Not included in Mr. Radigan's reference was this important

15 conclusion:

16 It should be noted that while decoupling is often cited as the culprit

17 here, in fact the economic downturn was the problem. Traditional

18 regulation would have eventually yielded rate changes through a

19 traditional rate case and the resulting price increases would have

20 reflected the same economic circumstances. (Emphasis added.)

21

22

23 6 Ibid., p. 5.
1 Radigan Direct, pp. 8-9.
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2

As the quote indicates, NARUC does not believe that Maine's experience with

decoupling revealed any fundamental problem with the mechanism itself.

3

4 Q. MR. RADIGAN ARGUES THAT "THERE HAS BEEN NO SHOWING IN THIS

5

6

CASE THAT A LACK OF REVENUE DECOUPLING IS A MAJOR OBSTACLE

TO ENERGY EFFICIENCY."8 DO YOU HAVE ANY SUCH EVIDENCE TO

7 GIVE THE COMMISSION?

8 Yes. The Order associated with the Questar Gas Company ("QGC") decoupling

9 proceeding contained the following summary of the views of Utah Clean Energy and

10

11
* 3

s l

12

Southwest Energy Efficiency Project ("UCE/SWEEP") :

UCE/SWEEP argue removing financial disincentives and aligning

the interests of the utility with that of the consumer are critical for

13

14

15

advancing natural gas energy efficiency. In UCE/SWEEP's view,

since the CET (the decoupling mechanism) has removed such

disincentives, Questar has undergone a transformation in its

16

17

interest and actions with respect to DSM. In addition, to date,

UCE/SWEEP claim the CET has not adversely affected rates and

18

19

QGC has moved from having no DSM programs to aggressively

implementing DSM.9 (Parenthetical comment added.)

20

21

22

23 :s Radigan Smebuml, p. 9.
9 Public Service Commission of Utah Order for Docket No. 05-057-T01, p. 9.

1324
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1 The findings of the Commission supported this view: "All parties express satisfaction

2

3

with Questar Gas's initial effort to begin offering customer energy efficiency programs

. . . . . . ,,10
and we concur the effort is a positive change from prior inaction.

4 In addition, as part of my independent evaluation of decoupling in Oregon, I

5 interviewed a number of interested third parties to obtain their views regarding the

6 utility's performance under decoupling. These included Ralph Cavanagh of the NRDC,

7 Margie Harris, Executive Director for the Energy Trust of Oregon (which administers the

8 majority of the DSM programs in Oregon); and Bob Jenks, Executive Director of the

9
. . , . . . . . 11

Cltlzens Utility Board. The report summarized these interviews as follows :

10 The input that we received from these individuals consistently

l l indicated that NW Natural is sincere in its commitment to promote

12 conservation efforts, specifically in the form of high-efficiency

13 furnaces... Taken together, we believe that the views expressed to

14 us indicate that NW Natural takes its commitment to promoting

15 energy efficiency seriously.

16 The experience to date in both Oregon and Utah provides two examples in which

17 the utilities' efforts in pursuing conservation and energy efficiency have been positively

18 influenced by the introduction of decoupling.

19

20

21

22

23
10 .Ibid., p. 10.
11 "A Review of Distribution Margin Normalization as Approved by the Oregon Public Utility Commission for
Northwest Natural", March 2005, pp. 47-48.
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1 Q. IS IT REASONABLE TO APPLY THE EXPERIENCE IN OREGON AND UTAH

2 TO SGUTHWEST GAS?

3 A. Yes. All three of the utilities face (or faced) the same disincentive to promote

4

5

6

conservation and energy efficiency in the absence of decoupling. Specifically, because

fixed non-gas costs are recovered through volumetric rates, each utility is (or was) made

worse off when customers conserve energy. Decoupling removes this disincentive by

7 breaking the link between usage and non-gas revenues.

8

9 Q.

10

MR. RADIGAN QUESTIONS WHETHER USE PER CUSTOMER WILL

CONTINUE TO DE(jLINE_12 DO YOU HAVE AN OPINION ON THIS ISSUE?

11 A. I find Mr. Radigan's views on this matter to be contradictory. On the one hand, he

12

13

14

questions whether use per customer will continue to decline. On the other hand, he

argues that RDAP is unfair because "ratepayers generally don't like clauses that are

designed to automatically increase their bills."13 However, RDAP will only increase

15

16

customer bills fuse per customer continues to go down. In fact, if use per customer were

to reverse its historical pattern and instead increases, RDAP will automatically reduce

17

18

19

20

ratepayers' bills.

RDAP produces balanced results. RDAP mitigates the financial losses associated

with further reductions in use per customer that may occur. If those reductions do not

occur, Mr. Radigan should have no problem with the fact that RDAP will not lead to rate

21 increases.

22

23 Hz Radigan Surrebuttal, p. 7.
13 Radigan Direct, p. 5.
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1 Therefore, I don't believe that the approval of RDAP should be based on whether

2 one expects use per customer to continue to decline (in the absence of increased

3 conservation and energy efficiency efforts induced by decoupling). The utility's

4 disincentive to support conservation and energy efficiency is removed by RDAP

5 regardless of what happens to use per customer.

6

7 Q. MR. RADIGAN ALSO QUESTIONS WHETHER RDAP WILL REDUCE THE

8 FREQUENCY OF RATE CASES_14 DO YOU HAVE AN OPINION ON THIS

9 ISSUE?

10 Yes. As stated 'm my direct testimony, I believe that RDAP will, all else equal, reduce

the frequency of rate cases. I am not alone in this view. Attachment 3 to Mr. Rigsby's

12 direct testimony contains a presentation on decoupling by Dr. Dismukes of LSU. Slide 2

13 of this presentation lists the arguments in favor of revenue decoupling, which include

14 "Reduces regulatory costs and the need for frequent rate cases." Correspondingly,

15 slide 17 of his presentation lists some dtematives to revenuedecoupling. The last

16 alterative stated is "More frequent rate cases: traditional approach at correcting rates

17 that get out of balance." Obviously, Dr. Dismukes expects that decoupling will tend to

18 reduce the frequency of rate cases. Having opposed Dr. Dismukes in the Quester Gas

19 Utah proceeding, I can tell you that he does not support decoupling. While he and I

20 disagree on many issues regarding decoupling, we do agree on the effect decoupling will

21 have on the frequency of rate cases.

22

23
14 Radigan Direct, p. 5.

24
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1 5. RECOMMENDATIONS

2 Q- WHAT ARE YOUR RECOMMENDATIONS?

3 A. I recommend that the ACC approve RDAP and WNAP. The ACC may wish to consider

4 approving them on a pilot basis, which is a method that has been used effectively

5 elsewhere.

6 My experience in Utah and Oregon indicates that decoupling is effective in

7 altering utility behavior with respect to conservation and energy efficiency. In addition,

8 WNAP offers an opportunity to reduce risk for both the Company and its ratepayers.

9 Staff and RUCO have offered no compelling arguments against RDAP and

10 WNAP. Several of their objections are based on misconceptions, including:

11 • A false belief that RDAP will reduce the customer-level incentive to conserve. In

12 fact, RDAP may even increase the customer-level incentive to conserve.

13 • A false belief that WNAP will shift risk from the Company to its ratepayers. In

14 fact, WNAP reduces weather risk for both the Company and its ratepayers.

15 • A false belief that RDAP is biased because it only adjusts for terms lost to

16 conservation, but ignores gains due to growth. In fact, RDAP adjusts non-gas

17 revenues for any change in use per customer, regardless of the cause.

18 Finally, RDAP and WNAP are fair. They only recover non-gas revenues that have been

19 reviewed and approved in a rate case. Any rate increases that occur through RDAP

20 because of enhanced conservation or energy efficiency are no different from, for

21 example, the charges commonly used to fund DSM programs.

22

23
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1 Q. DOES THIS CQMPLETE YOUR REJQINDER TESTIMONY?

2 A. Yes.

3

4 18762~6/1842217v3
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6

7
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9

10
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12
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14

15

16

17

18

19

20

21
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23
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Intro du action

Semstream Arizona Propane ("Sernstream" or "Company") serves approximately 7,900
propane customers in Payson, Pine, and Strawberry, Arizona and nearby areas, with sales of
approximately 4,000,000 terms annually. According to an April 2007 Energy West press
release, approximately 2,300 customers are also served in rural areas near these communities by
the unregulated side of the Company. Semstream also provides propane service in Page, Arizona
to approximately 1,300 customers.

Uti l i ty propane serv ice in Payson ("Payson Div ision") began in 1968 when the
Commission granted a Certificate of Convenience and Necessity ("CC&N") to Broken Bow Gas
Company in Decision No. 39518 (June 17, 1968). On January 13, 1993, the Commission
approved the transfer of Broken Bow Gas Company's CC&N to Great Falls Gas Company in
Decision No. 58151. Ki 1997 Great Falls Gas Company changed its name to Energy West Inc.
Semstream acquired the Payson Div ision from Energy West, Inc., receiv ing Commission
approval of the transaction in Decision No. 69394 (March 22, 2007). The Commission order
approving the acquisition contained a variety of provisions, including retention of existing rates
and charges and the purchased gas adjustor ("PGA") surcharge, maintenance of adequate starting
in Arizona, continued compliance with Commission orders, and other matters. No rates or
charges were changed as a result of the acquisition of the Payson Diwlsion in 2007. Semstream
does not operate any propane distribution systems outside of Arizona.

This report is organized into a series of sections, with each section discussing a specific
issue that was identified at the town hall or other discussions. The questions/topics that are
discussed in this report are listed below:

1. Structure of the bill -. consumer complaints

2. Structure of the Company - relationship between the parentcompany and the subsidiary,
parent company' s buying power

3. Report on why the Company had a 39/45 day billing period and whether a Commission
rule has been violated.

What the Company is doing to be better prepared for next winter? How can customers be
made more awareof changingcosts, for example, costs now or this past winter versus
whatcosts might beheading into next winter?

5. Whether the Cclmqpanyhas procured reasonably priced pwpane on the wholesale market.

6. Status of the surcharge and adjustor mechanism. When will the surcharge be lilted?

4.

7. what other alternatives exist for utility service to Payson? UNS Gas, Southwest Gas, and
other options.
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8. What options to propane service &om Senmstream does a customer have in Payson,
particularly for winter heating?

I .  S t r u c t u r e  o f  t h e  b i l l  -  c o n s u m e r  c o m p l a i n t s

At the town hall in Payson and 'm other contacts, customers have indicated that they find
the current bill difficult to understand, leading tO efforts to adjust the hill presentation to make it
clearer Md easier to understand. Staff has had several discussions With Semsueam On this
matter. Semstream has indicated it is currently devising a new bill format and that it will provide
Staff with a draft of this new bill format for comment sometime in May 2008. Items under
consideration include showing a graph of the monthly usage for the previous year, grouping of
line items in a more understandable manner, shaving the usage volume in gallons for easier
comparison to propane competitors, and other changes. Staff and the Company have also
discussed possibly putting additional infbnnation explaining Semstream's bill on the back of the
customer bill. Staff anticipates working with the Company in the coming months to have an
ilunrproved bill format finalized this summer.

Another question that arose was how the reading on the meter is converted to the number
of terms the customer is billed This conversion involves a number of calculations and it would
be very difficult to reflect these calculations on the customer bill. However, other Arizona gas
utilities, including Southwest Gaps and UNS Gas, have an explanation Of this conversion process
in their tarif f ; so it is available for rev iew if  people wish to do so. Staff has suggested to
Semnstream that it consider nnaldng a tariff tiling with the Commission so that the conversion
process Hom meter reading to billing terms is explicitly identified in its tariti This is similar to
what UNS Gas did several years ago, when UNS Gas received Commission approval of tariff
language explaining its conversion calculations. Semshream was receptive to this suggestion arid
indicated it will move toward malting such a tariff ii1i1n8 in the Mme.

2 . S t r u c t u r e  o f  t h e  C o m p a n y  -  r e l a t i o n s h i p  b e t w e e n  t h e  p a r e n t  c o m p a n y
a n d  t h e  s u b s i d i a r y ,  p a r e n t  c o m p a n y ' s  b u y i n g  p o w e r

Sennsltreann's two distribution companies, in Payson and -Page, are the only propane
distribution companies owned by SemGroup, the parent company over all the various affiliates.
SemGroup is ova 7 groupings of companies. Qne of these seven groupings is Semstzeam LLC.
The Payson and Page Divisions are witiiin the Semstream LLC group. Witiiiiti .SemGroup, the
other functions of most interest are the trading floor fiction, where propane is traded on the

propane market, and thepart of Se1nGroup that sells propane to the Arizona divisions. Both the
trading floor and the propane sades fictions are within Sernstream LLC, the- same grouping that
the Arizona divisions are in. Attachment one is an organization chart for SemGroup.

An important consideration for the Payson Division is that some of the propane supplies
axe purchased from an affiliated company within the Semstream LLC group. When such
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affiliated transactions take place, Staff believes a greater level of scmriny is required. The order
approving SeInstream's acquisition of the Payson Div ision includes a condition requiring
Semstream to provide additional documentation in its monthly PGA reports, indicating any
purchases Semstrearm makes ham an affiliate. This documentation also shows Sernstrealn's
other purchases, providing an on-going opportunity to compare Semstream's aNiliate and non-
afhliate purchases. The pricing of purchases li 'om aff il iated and non-a8liated suppliers is
discussed further under question five below which deals with Sernstream's propane acquisitions.

Regarding the trading Hoot operations, the Company has indicated to Staff that its trading
floor operation trades an average of approximately 50,000 barrels of propane a day, representing
3-5 percent of the overall daily national demand for propane of roughly 1.1 million barrels. A
ba1TeI of propane is equal to 42 gallons of propane.

A number of federal agencies play various roles related to the propane market. The
Commodity Futures Trading Commission ("CFTC") oversees propane futures and options
markets. The Department of Justice's Antitrust Division enforces antitrust laws in the propane
market. Attached to this document as Attachment Two is a listing of federal agencies involved
in the propane market contained in a recent General Accounting Office report.

As a general premise, Staff does not believe that Semstream's level of involvement in the
propane market would appear to represent a likely scenario for market manipulation of national
propane prices. For comparison purposes, the CFTC's recently settled a case involving charges
of market xnanipulatiorl and attempted manipulation against BP Products North America Inc.
("BP"), with BP paying a total of $303 million to settle the case. In this case the CFTC alleged
that BP controlled 88 percent of TET propane supplies in February 2004. Texas Eastern Pipeline
("TET") propane is propane that is deliverable at the Texas Eastern Petroleum Products
Company ("TEPPCO") storage facility at Mont Belvia, Texas or elsewhere on the TEPPCO
pipeline system which runs Horn Texas to Midwest and Northeastern markets. Attachment
Three is the press release issued by the CFTC on October 25, 2007, in this case.

Data showing Se=rnsueam's share of propane trading within Southwestern propane
markets is not readily available. However, Staff believes that on-going monitoring of the prices
paid by the Payson Division to afiiliared and non-afliliated suppliers, in conjunction with the
ability to compare prices paid by the Payson Division to pricing data around the country that is
published by the Energy Information Administration, provides some ability to assess whether
purchases for the 'Payson Division are out of line with national pricing trends or whether the
Payson Division was favoring affiliated suppliers ova non-aMliated suppliers. Additionally,
when Semstream completes construction of the propane tennninal in Winslow, Arizona, the
ability to move propane between Arizona and eastern markets via rail lines will be increased and
it would be reasonable to expect that Arizona propane supplies and pricing would be more
closely linked to the larger eastern nnarinets.
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3. Report on why the Company had a 39/45 day billing period and
whether a Commission rule has been violated.

In late December 2007 and January 2008, the Payson Division experienced di f f i cul ty  i n
its meter reading operations, resulting in customers seeing longer than usual billing periods, 'm
certain cases in excess of40 days. '

Several Commission rules relate to this issue. According to Rule 14-2-309.A.7, "Meters
shall be read. monthly on as close to the same day as practical." FUrther, according to RUle 14-2-
310.A.l, "Each uti l i ty shall bi l l  monthly for Serv ices rendered. Meter readings shall be
scheduled for periods of not less tllaln 25 days or more than 35 days." This section of the
Commission's rules also discusses a utility issuing estimated bills if it is unable to read a meter
on the scheduled meter read date. Allowable reasons for estimating bills include severe weather
conditions and inaccessibility Of the meter. Normal billing cycles each month range from 26 to
32 days, with the average being in 28 or 29 days.

Staffs understanding is that at the time Sernstream had two frill time meter readers and
one part time meter reader. During the period where the meters were read later than usual, one
of the full time meter readers was unavailable for an extended period of time due to surgery, and
that the other two meter readers were unavailable for shorter periods of time due to illnesses.
Sernstrearn also cited that this period included the Christmas and New Year's holidays and that
the days these holidays fell on contdbuted to the meter reading difficulties. Additionally, there
was severe weather that made meter reading more difficult. The Company also indicated that it
cross-trains additional employees on meter reading to be available to help with meter reading if
they were needed. The Company indicated to Staff that it has upgraded the part time meter
reading position to be a full time meter reader, and that it now monitors the status of billing
cycles on a daily basis and makes note of when holidays occur in planning its meter reading
activities.

In some circumstances a longer billing period might not be noticed by customers or might
have a relatively small impact on customer bil ls. However, Semstream's meter reading
difficulties happened during the peak of the wiilter heating season, at a time when usage was
relatively high due to cold weather, and with propane prices rising. Any one Of these factors by
itself may not have led to the size of bill increases customers experienced this past December and
January. But in combination all of these factors combined to impact customer bills to a greater
extent.

Regarding the question of whether Semstream violated the Commission's rules on meter
reading and the length of billing cycles, StzLti` believes that the Company did violate the rules.
Certainly a billing cycle of 40 days or more is well beyond the 35 day limit in R-14-2-310.A.l.,
and Seanstreain did not issue estimated bills as it could have considered doing under Commission
mies. Semstream has indicated to Stair that it considered estimating bills, but it is the practice of
the Company to ensure that it visits each meter every month to visually inspect it and therefore
Semstream did not estimate bills. Staff believes the changes Sernstream has made since January
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to increase personnel assigned to and trained for meter reading, as well as efforts to more closely
monitor the on-going status of billing periods, significantly lessen the chance of this problem
recuning. Further, the Company does not have a history of having billing cycle problems in the
Payson Division and the uncommon confluence of events discussed above, including surgery,
illness, and bad weather, make it relatively unlikely that this would be a chronic problem in the.
Payson Division, even absent the steps the Company has taken since January. Also, it is Staff's
understanding that Semstream has worked with customers who have had difficulties paying their
bills due to the longer billing cycle and other issues. Given these mitigating circumstances and
the fact that this is the first problem of this nature Sernstream has had, Staff does not believe that
a penalty or other sanction against the Company is warranted at this time. Other utilities' have
experienced similar incidences because of billing software problems or other factors, and those
uti l i t ies have not been sanctioned by the Commission, due to the isolated nature of  the
occurrence. However, if this becomes a recurring problem, Staff believes it would be reasonable
for the Commission to give strong consideration to taldng action against the Company, subject to
the specific facts of any future event.

4. What the Company is doing to be better prepared for next winter?
How can customers be made more aware of changing costs, for example
costs now or this past winter versus what costs might be heading into
next winter? .

In discussions with Staff; Semstream has indicated that it is talldng a variety of actions to
be better prepared for next winter, both in terms of working with its customers and in procuring
propane supplies.

Sernstream offers, and plans to offer, a number of programs to help its customers manage
their propane bills. For low income assistance, Sernstream directs customers to the Community
Action Program in Payson Semstream also has indicated it plans to implement a low income
discount tariff similar to tariffs offered by a number of other Arizona utilities. Semstream has
indicated the program would be open to customers up to 150 percent of federal poverty
guidelines and would provide a discount of up to $15 per month from November through March.
Staff and the Company are currently discussing the appropriate way to implement this tariff

Semstream dm currently offers a levelized billing option, teamed the Eigen Billing Plan.
Customers Sian up for the program in the April - May period. Semstream may adjust the
customer's monthly bill amount in December if the differential between the actual paid amount
and the owed amount is too great, but only does so airer contacting the customer and discussing
the dtualtion with the customer. Sernstream indicated it has not had any complaints firm
customers about its Even Billing Plan. Semstream has also indicated that it is committed to
working with any customers who may have difficulty paying their Semstream bills on time.

I Arizona Public Service Company, Tucson Electric Power, UNS Gas & ElectriC, Southwest Gas Corp. and
Global-Santa Cruz Water
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Semstteam will also have a Shame the Warmth program in place which will provide an
opportunity for Semstream customers to donate money to help other customers who qualify for
low income assistance or who are in crisis. This program would be adnluli1nliste=ared by an
index dent local agency. Semstteam has committed to contribute $5,000 of initial funding for
the Share the Warmthproglraitn 'mPayson (and an additional $2,000 for the Page Division). This
program would be similar to Southwest Gas' Energy Share program, where the funds are
administered by the Salvation Army.

Semstream is also in the process of implementing its ECARB online program. This will
provide customers the ability to view various account information, such as usage history, online.
Sems»trea1n'scustomers will alsohave the opportunity to pay their bil ls online, and the Company
has indicalued to Staff that it does not intend to charge customers any fee to pay their bills online.
Semstream plans to have its online system operational and available to customers before
September 2008.

Regarding Semstream's propane procurement activities, the biggest development is
Semstream's on-going efforts to build a new propane terminal in Winslow, Arizona. Semstrearn
has indicated that its ability to access the Adarnana and Bumstead propane storage facilities in
Arizona is in question, as both facilities have been sold to new owners. Semstream has indicated
that the new owners have increased fees arid may even limit or eliminate access to those facilities
by other entities such as Sernstream. The Adamana storage facility, located near the Petrified
Forest National Park dong Interstate 40 in northern Arizona, was sold by Ferre1lGas to
Enterprise Products Partners L.P. in 2005. The Burnstead storage facility, a series of three salt
dome storage caverns located on the west side of Phoenix, was sold by AmeriGas Propane L.P.
to Plains All American Pipeline L.P. ("Plains") in July 2007. Uncertainty regarding the cost and
availability of these facilities for Semstrearn emphasizes the importance of the construction of
the propane terminal in Williams, Arizona, Semstream has indicated at this time that it expects it
will still be able to store propane at tile Adarnana facility, but that the Buinstead facility is. now
closed to outside parties storing propane there, and that the only supply option at Bumstead will
be to buy propane supplies Hom Plains, the facility owner.

Given these developments, Sernstream's construction of a propane terminal in. Winslow
is timely. Sernsheam ha indicated it expects to receive approval of the facility on June 2, 2008,
and plans to have it in operation by the fall of 2008. The facility would receive rail cars and
would have a storage capacity of 60,000 gallons. Propane would be received at Winslow and
would then be delivered w`a truck to the Payson Div ision. Within the greater Setnsllcam
Corporation, it has significant rail assets, and would have the opportunity to bring. in propane
supplies loom a variety of supply points to the east that Setnstream would have found diiTicult if
not impossible to access prior to this facility's construction. The ability to buy and/or store
propane at points to the east will assist Semstream in adjusting to the more limited storage
opportunities and higher costs at the two Arizona propane storage facilities. Staff believes that
the Williams facility should pride Semnstneam with a greater variety of supply options,

enhancing supply reliability and possibly providing opportunities to reduce propane costs.
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Semstream is also looking into the possibility of using other hedging. tools, such as
possibly Enancial tools, to manage its propane supplies and try to reduce price volatility in the
future. The Company has 'indicated it plans to meet with Stall' in the near term future to provide
a iiinrther explanation of its iNterest 'm pursuing other hedging tools. The Payson Division has
traditionally used storage as a way of hedging its winter heating season propane supplies to a
significant extent. Careful use of other hedging tools may allow Semstream to more effectively
hedge its propane supplies in the future.

Another topic of  interest has been the need for Semstream to communicate with
customers regarding changes in rates and expectations of what may happen in the future with
propane prices. This interest is especially great regarding prices and expectations going into
upcoming winter heating seasons. Staff believes that Semstream has opportunities to more
effectively communicate with its customers, and Semstream has expressed a willingness to work
with the Commission to get pertinent information to its customers on a timely basis. Semstream
plans to more actively communicate with its customers regarding changing propane prices, the
connection between propane prices and oil prices, and other matters which will help inform
customers as they make decisions in the future. Semstream will send out a bill stuffer in the fall
that will provide a variety of information to customers on Semstream's expectations for the
winter heating season and changes in propane markets, recognizing that there is always a good
deal of uncertainty regarding future commodity cost levels. Semstream will provide a draft of
this bill stuffer to Staff to review. Semstream can also use outside resources to help provide
information to its customers, possibly in coordination with its new web services discussed above.
For example, the United States Department of Energy's Energy Information Administration has
a good explanatory document entitled "Propane Prices, What Consumers Should Know", with
the following link: http://www.eia.doe.gov/bookshelf/brochures/propanelindex.html
Semstream could provide a link to tllis brochure on its website and/or on its bill stuffer.

5. Whether the Company has procured reasonably priced propane on the
wholesale market.

A comprehensive analysis of Semstream's propane purchasing practices would be a
significant undertaking. While Setnstream is a relatively small company in comparison to
Arizona's large natural gas LDCs, a procurement review of Semstrearn's propane purchasing
activ ities would likely take a nuluuber of months. Staf f  is not aware of  the last t ime a
procurement review has been conducted for the Payson Division. Typical ly to dale. i f  a
procurement review is conducted, it is done within the context of a general rate proceeding. For
the Payson Division, its 1st rate case was decided in 1997, and a review of that proceeding
indicates that a procurement review was not conducted. Other than the 1996-1997 rate
proceeding, it appears that the Payson Division's next most recent rate proceeding was decided
in 1981. Procurement reviews can he conducted outside of a general rate proceeding, and over
the years there has been some discussion at the Commission about possibly conducting
procurement reviews on a regular basis outside of rate proceedings, particularly when utilities do
not have rate proceedings for a substantial period of time. Sernstlream has indicated to Stat? that
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it may tile a rate case with the Commission in 2009, using 2008 as the test year. While the
nature of this rate case is tentative at this time, Staff believes that this rate case would provide an
opportunity to conduct a procurement review of the Payson Division. If Semstream were to
decide to not file a rate case with the Commission in 2009, further consideration could be given
at that time regarding whether a procurement review would be undertaken outside. a rate
proceeding.

For the purpose of this report, a high level review of Semstream's propane purchasing
activities has been conducted, using. readily available information from Sernstream's monthly
PGA reports and other sources. A ful l blown procurement review would look at Semstne»am's
procurement activities in significantly greater detail. As a threshold matter, Stay's review
focuses on the time period beginning 'm April 2007, as the Commission approved Semshearn's
acquisition of thePayson Division fromEnergy West in late March 2007.

The two graphs below show spot market propane prices at the Mont Belv ia, Texas
pricing hub 'm past years. Arizona does not have apricing point to which purchasing is directly
tied to. Mont Belvieu provides a reasonable price comparison point, recognindng that easts in
Arizona wil l  l ikely be a bit higher due to the lack of a pipeline inliastructure to transport
propane,resulting in supplies being truckedto their final destinations in Payson and elsewhere.



Mont Bevieu, TX Spot Market Propane Prices,
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Due to the significant voltunes Semstream typically puts into storage in the summer,
Semstream's cost of propane during a given heating season month reflects a combination of the
cost of propane put `mto storage during a prior period (including storage fees) and the cost of
propane supplies purchased on the spot market during the given month being considered.
Sernstreain's use of storage has traditionally provided the Company with a significant hedging
tool that is not available to Arizona's natural gas companies such as Southwest Gas and UNS
Gas. At the town hall meeting and in other discussions, Sernstream indicated that its ability to
buy propane last summer and put it into storage prior to the fall and winter price increases
enabled Semstream to have lower overall propane costs this past winter heating season than if it
had relied solely on spot market purchases. The chart below compares the monthly average cost
per gallon for Semstrearn with the monthly average spot market price per gallon at Mont.
Belview, Texas. The Semstream price includes the transportation cost (which generally ranges
from $0.08 to $0.15 pa gallon) and a smaller additional fee for the Propane Education and
Research Council ("PERC").
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A review of the chart above indicates that iN the last year Semstream's total cost for
propane has. generally been higher than the Mont Belvia prices, but the size of the differential
would seem to roughly match the transportation costs for delivering propane to the Payson
Division. Given the higher transport costs to deliver propane to the Payson Division in
comparison to Mont Belvieu, as well as the limited supply options available for the Payson
Division to purchase propane from at the current time, Staff believes that at a high level,
Semsireann's propane prices seem reasonable in light of broader market prices.

As noted in the discussion of Question Number Two above, Semstream purchases a
portion of its propane supplies from an affiliate Semstream LLC, a situation that calls for
additional scrutiny by the Commission. The additional information contained in the monthly
PGA report allows Staff to compare the prices paid to the Semstream affiliate to prices paid to
non-affiliated suppliers. A surface level review of the monthly prices paid to affiliated and non-
affiliated suppliers does not show any clear pattern of affiliated prices being higher or lower than
non-affiliated suppliers. For example, Conoco's Wingate refinery in New Mexico is a non-
affiliated supplier from which Serristream at times buys propane from. In various months,
Wingate's prices are higher, lower, or very similar to the prices paid to Semstream. A
complicating factor to this level of analysis is that the Sernstream supplies are coming firm the
Adamana and Bumstead storage facilities, so the prices paid for at least some portion of those
supplies may have been established during an earlier time period. But with the information
available from the PGA reports, Staff does not have any reason to believe that Semstream is
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suppliers differently than non-affiliated suppliers. A iirll procurement review would provide
ariditiomnal opportunities to analyze this and other purchasing equations.

6. Status of the surcharge and adjustor mechanism. When will the
surcharge be lifted?

Semst1'eam's purchased gas adjustor mechanism functions in a similar manner to the
PGA mechanisms used by a number of other gas utilities in Arizona, using a 12-month rolling
average, a $0.16 per therm band on the monthly PGA rate, and a trigger on the PGA bank
balance of $120,000. Semstream's most recent general rate proceeding concluded on August 29,
1997, when the Commission issued Decision No. 60383. The acquisition of the Payson Division
by Semstream Hom Energy West did not change the PGA mechanism or the existing PGA
surcharge in any way. As Of the end of March, 2008, Semstream's monthly PGA report shows
an undercollected bank balance of $16,239. The chart below shows the changes in Semstream's
PGA bank balance over time.

The PGA bank balance has declined Si8l1i5¢*\¥1¢1Y Rom a his\\ 0f$1,l87,856 at the end of
December 2007. Given the relatively low bank balance 'm the summer of 2007 and the current
low bank balance, customers in the 2007-2008 heating season aided rip paying roughly the same
amount of money ovaadl as Scrnstream paid for propane supplies during the period.
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The current PGA surcharge of $0.55 per therm was approved in Decision No. 68814
(June 29, 2006) for implementation beginning with the July 2006 billing cycle. It was approved
until such time as the PGA bank balance reached zero, or the Commission ordered otherwise.
The $0.55 per then PGA surcharge replaced a previously existing $0.1525 per therm PGA
surcharge. Finding of Fact No. 9 in this order notes that Energy West projected that absent the
surcharge, its projected PGA bank balance undercollection would approach $3,000,000 by the
end of 2007. Because the level of the PGA bank balance is unpredictable over time, there is no
way of knowing with certainty when the $0.55 per therm PGA surcharge will end. Senustream's
end of March 2008 bank balance showed an undercollection of $16,239. Semstream has recently
communicated to Staf f  that i ts' projected bank balance at the end of  Apri l  2008 wil l  be
overcollected by approximately $247,000. Therefore Semstream has told Staff that the $0.55 per
therm PGA surcharge will not be on May bills, due to its expiration upon the bank balance level
reaching zero. While the elimination of the surcharge at this point would immediately reduce
customers' bills in the coming months, the propane cost recovery level in Semstream's rates,
absent the surcharge, may be insufficient to recover the on-going commodity costs the Company
is incurring under current market conditions. In such a situation, i t is very possible that
Semstream Could come before the Commission this coming fall or winter to implement a new
PGA surcharge.

In recent rate proceedings involving natural gas utilities, the Commission has revisited
the size of the band on the monthly PGA rate, as well as the trigger level for the PGA bank
balance. Staff believes that these issues would be ripe for consideration the next time Semstream
comes before the Cormnission for a rate proceeding.

7. What other alternatives exist for utility service to Payson? UNS Gas,
Southwest Gas, and other options.

Given the very high price of propane and the likelihood that propane will remain an
expensive fuel for home heating and other uses, one matter for possible consideration is whether
some other utility service option would be possible for Payson. With natural gas prices current
roughly half  of what propane costs, extension of natural gas serv ice to Payson by one of
Arizona's natural gas local distribution companies is one potential option to provide some relief
to propane users in Payson.

Sernstrearn that at the time Great Falls Gas Company purchased the Payson
Division from Broken Bow, that Greaft Fails considered the possibility of extending natural gas
service to Payson. Semstream indicated that its understanding is that Glreat Falls found that the
volume of sales available in Payson did not justify the cost of building the iniirashructure
necessary to bring natural gas to Payson. One complication was that the system would have
needed to be m at a very high pressure, possibly 800 pounds per square inch ("psi"), due to the
significant length of the- line that would run to Payson from Camp Verde or another distant
location. This pressure level is higher than most end users require, even for power plant
operations. To provide this level of pressure would have led tO additional costs. Another
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difficulty that was identified was that the Payson Division has a number of satellite systems
serving small groupings of customers that are too distant from the underground system to
economically interconnect. These satellite systems can be served with propane service.via track
delivery with little dif f iculty, a delivery mechanism that would not wodc nearly as well for
natural gas. If natural gas service were to reach Payson, it is not clear how customers of these
satellite systems would continue to receive service from the Payson Division.

However, extension of natural gas service to Payson faces a number of signif icant
obstacles. Staff has held high level discussions with UNS Gas and Southwest Gas,. two natural
gas utilities that could potentially extend service to Payson tim their existing service tem'tories.

UNS Gas indicated to Staff that its closest facilities to Payson are in Camp Verde.
Extension of service tO Payson would involve construction of a 54 mile pipeline, with an initial
estimate firm UNS Gas of a cost of approximately $60 million (roughly $170 to $200 per foot).
This amount does not include any additional costs to tie into the local distribution system in the
Payson area.

For Southwest Gas, its closest facilities are in Fountain Hills, resulting in a 53 mile
pipeline extension if it were to extend service to Payson. Southwest indicated an initial cost
estimate would be over $50 million. Southwest believes that if the costs of such an extension
were paid specif ically by customers in the Payson area, that rates 'm Payson would be
significantly higher than Southwest's general Arizona tariffs. Southwest did indicate that rate
treatment would be a significant issue in determining the economics of the project. If the costs
of the extension were given rolled-in treatment, spreading them over dl Southwest's customers,
Southwest believes that such an increase for all Arizona customers would be a single-digit
percentage increase.

If an effort were made to tie directly into the nearest interstate pipeline, this would be El
Paso's Maricopa Lateral whichroughly tracks the 1-17 highway coming down Blow Flagstaff and
is approximately 50 miles west of Payson. Southwest Gas indicated it believed an extension
connecting directly toEl Paso's system would cost upwards of$50 million.

Beyond the significant cost of extending a pipe to Payson, a number of other issues
would need to be addressed. Any line would run through significant amounts of rugged territory
such as national forest land and possible national wilderness land, raising possible environmental
issues and construction challenges. For UNS, the entire route would traverse national forest land
and possibly national wilderness land There is an Arizona Public Service Company (°'APS")
transmission line tibaLt runs roughly firm Camp Verde to Payson, so that route would be one
possibil i ty. Another possibil i ty would be to try to have such a l ine follow the 260 and 87
Highways at least for portions of the way to Payson. For Southwest Gas, there are several APS
transmission lines running from the Cholla generating station through the Payson vicinity and
down into the Phoenix area, providing one possible existing right-of-way to explore. Without
iirrther investigation, Staff does not low whether any space exists 'm the APS right-of-way.
Another possibility would be for the route to nm along Highway 87 ham Fountain Hills to



i
1

\

Semstream Arizona Propane
May 29, 2008
Page 14

Payson. Other possible land issues for Southwest Gas could be the McDowell Mountain
Regional Park and the For McDowell Indian Reservation, which skirt Fountain Hills on the north
and east. Between the land status and the rugged geology to be crossed, finding a route for a
natural gas line extension to Payson would be a challenging endeavor.

Another possible cost issue for a UNS Gas or Southwest Gas expansion would be
whether their backbone pipeline systems, which currently deliver gas to Camp Verde and
Fountain Hills, have spare capacity to serve the additional load Payson represents. The
distribution lines serving Camp Verde and Fountain Hills are at the end of their respective
distribution systems and may not have the spare capacity to also be able to handle throughput for
potential new demand in Payson. Thus, it seems likely that some amount of additional facilities
would need to be added so that the upstream distribution system would be able to handle the
additional throughput to which an extension to Payson would lead.

Lf a way were found to extend a natural gas line to Payson, another issue to be addressed
is that Semstream currently holds a Certificate of Convenience and Necessity to serve Payson
and surrounding areas and owns the propane distribution system in the Payson area. Semstream
paid approximately $15 million to acquire the Payson Division from Energy West in 2006. It is
unclear how the extensionof a natural gas distribution line by UNS Gas or Southwest Gas for
natural gas service in Payson would be made compatible with Semstream's ownership of and
investment in the Payson Division. Possibilities would include the acquisition of the Payson
Division by UNS Gas or Southwest Gas, or some other arrangement between Semstream and the
natural gas LDC.

On a general note, Staff has observed over time that major gas line extensions in Arizona
are often the result of the natural gas demand by a large end user, who serves as a sort of "anchor
tenant" to give critical mass to demand for the line extension. Staff i s not aware of what, if any,
large commercial or industrial entities may exist in the Payson area that could serve as an anchor
tenant, but if such an end user were identified, it could significantly improve the economics of
getting a natural gas pipeline built to Payson.

A histor ic experience of  note is the major bui ldout  program Ci t izens Ut i l i t ies
("Citizens"), now UNS Gas, undertook in the 1990s to upgrade the distribution system and
extend natural gas service to a number of new communities in northern Arizona. Citizens
Utilities' buildout program was ordered 8 part Of Citizens' acquisition of the Arizona natural gas
distribution system assets of Southeni Union Gas Company and reflect significant concerns at
the time regarding the safety and maintenance of the Southern Union system. Citizens Utilities*
buildout program has a long and complex history, with the program costing significantly more
and taking significantly longer to build than was initially projected. Theprogram provided for
customers in communities where natural gas service was extended to, to pay a 50 percent bill
adder for a number of years to contribute toward the costs of extending service. Given delays in
construction, lower than expected penetration levels, and other factors, new customers'
contributions to the cost of the extensions was less than expected. hr combination with higher
than expected costs, Citizens' existing customer base ~ded up paying higher rates to help pay
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for the buildout program, resulting in some level of cross-subsidization between existing and
new customers. Given the likely high cost of extending a natural gas pipeline to Payson, the
Commission would need to carefully balance the vacuous interests of both new customers in
Payson and existing natural gas utility customers as it considers cost recovery, raternaking
treatment, and other issues.

Another possible option would be to truck liquid natural gas ("LNG) into Payson and the
degasify it for distribution via the existing distribution system. As with any option bringing
natural gas into Payson, there would likely be some costs to adjust the local distribution system
to distribute natural gas rather than propane. However, the larger barrier to bringing LNG to
Payson would be the significant investment in liquefaction and regasitication facilities. The cost
of such LNG would be noticeably higher than n8tu1ra1 gas delivered through a normal pipeline
systems, but if the price differential between propane and natural gas was large enough over a
sustained period, such a system could be a possibility.

8. What options to propane service from Semstream does a customer have
in Payson, particularly for winter heating?

Semstream customers in Payson have limited options for heating their homes in the
winter. For propane Service, they can choose between Semstream and unregulated competitors
who could place a propane tank on a customer"s premises. But in a marketplace where
wholesale propane prices are rising significantly, switching between different suppliers of
propane suppliers may provide limited opportunity to seek relief Nom the higher propane prices
all propane providers would be subject to, recognizing that some price differentiation takes place
among Semstream and other propane suppliers.

Apart from taking a non-utility approach to home heating, via something like wood or
pellets, in Payson the other option is to use electricity to heat homes. APS provides electric
service in Payson, and while APS has seen rising costs and has increased rates in recent years,
such increases have not approached the size of increases seen in the propane market. It is
difficult to make a broad assessment of how electric heating compares to propane heating, given
the variety of factors to be considered, including customer usage patterns and levels,
expectations for future propane and electricity prices, the type of electric heating to be used, and
the cost of retrofitting a given residence or 'business to use electric heating instead of proparr.
But given the current level of propane prices, a switch to some form of electric heating could
potentially reduce customers' bills in certain circumstances. A worrying aspect of customers
switching to electric heating from using a direct fired source is that generally use of electricity for
hearing is a more energy inteNsive activity than burning a fuel such as natural gas or propane
directly. To the. extent more energy is used through the entire fuel cycle to heat a home with
electricity, this would represent a growth in overall energy consumption and a movernart away
from efforts to encourage energy conservation, reduce air' emissions, address clirnnate change
issues, etc. A further avenue for customers to explore would be participation iN various APS
demand-side management programs. APS has significantly eorpahded its demand-side
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management activities in recent years, and customers in Payson might have opportunities to
lower their overall utility costs, including possibly lowering propane costs, by participating in
one or more APS demand-side management programs.
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Attachment One - SemGroup Organization Chart



I

J
.4
r
I

1

1

I

r

D.
_I
E
m
GJ
.b
CD
E
GJ
cm

42

9



I
\f

4

Semstream Arizona Propane

Attachment Two - Federal Agencies Involved in the Regulation of Propane



.X
\

»
av

Tabla 2: Federal Agencies and Thelr Respedlve Roles within the Propane Market

Agency
Department of Energy
(DOE)

DOE's Energy
Information
Administration (EIA)

Federal Energy
Regulatory COmmission
(FERC)
Department Of Commerce

Department of Justiee

Federal Trade
Commission (FTC)

Securities and Exchange
Commission (SEC)

Commodity Futures
Trading Commission
(CFTC)
U.S. Department art
Transportation (t>0T)

Role in Propane Market
DOE's role In the propane market is part of Its overall role in
fostering a secure and reliable energy system that is
environmentally and economically sustainable. The Secretary
off Energy has an oversight role regarding the Propane
Education and Research Council's (PERC) activities and
programs.
EIA serves as the lead federal authority for energy
information to meet the needs of Congress, the federal
govemrnent, industry, and the public for policy making,
efficient markets. and public understanding. As pan of this
larger role, EIA collects and disseminates data on propane
prices and supply.
FERC is an independent agency responsible tor ensuring
lust and reasonable rates" for Interstate transportation at
propane through_plp_elines.
Commerce has a role In the propane market as part of its
overall goal to encourage, serve, and promote the nation's
international trade, economic growth, and techndoglcai
advancement. Commerce Is required to monitor and report
on the effeas of PERl's Qrogramson propane markets.
The Antitrust Division Of the Department d Justice enforces
federal antitrust laws In the propane market as part of its
overall role In promoting and maintaining competitive
markets.
FTC enforces laws that prohibit business practices that are
anticompetitive, deceptive, or unfair ro consumers and
promotes informed consumer choice and public
understanding of the competitive process.
As part of SEC's role in securities markets, its overall role is
proWling protection for investors to ensure that they are fair
and honest and, when necessary, to provide the means to
enlbrce securities laws tl1r2U9lLs@_Ltc1iQt]s.
CFTC is responsible for overseeing the nation's energy
commodity futures and options markets. inducing propane
futures and options markets.

Three DOT entities deal with safety Issues regarding difterern
modes of transporting propane: the Federal Motor Carrier
Safety Administration (preventing commercial motor vehicle
related fatalities and in]un'es); the Federal Railroad
Administration (promoting safe and environmentally sound
roll transportation); and the Research and Special Programs
Admlnlstration (ensuring the safe transportation d packaged
hazardous materials by all modes and the sale transportation
of natural gas, petroleum, and other gas and liquid hazardous
materials by pipeline). DOT grants waivers for motor carrier
drivers during emergencies. State governors can petition
DOT for these waivers or grant wolvers themselves.

Some GAO pwnuum

Page Zs GA0-08-762 Propane
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Attachment Three - Commodity Futures Trading Commission. Press Release
on Settlement with BP Products North America Regarding Charges of
Manipulation and Attempted Manipulation of the Propane Market
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Release: 5405-07
For Release: October Zs, 2001

BP Agrees to Pay a Total of $303 Million in Sanctions to Settle Charges of Manipulation
and Attempted Manipulation in the Propane Market

Washington,  DC - The U.S. Commodity Futures Trading Commission (CFTC) today announced the entry of  a consent order by the
Honorable Ruben Cast i l lo of the Norther District  of  I l l inois (Order) sett l ing charges brought against BP Products Nor th Amer ica inc.
(BP). a corporate entity based in Warrenvil le I l l inois, for manipulat ing and attempting to manipulate the price of TET propane in
February 2004, for cornering the market for TET propane in February 2004. and for attempting to manipulate the price of TET propane
in Apri l  zoos. The CFTC commenced this ¢ivi1 act ion against BP on June 28, 2006 (see Commodity Futures Trading Commission v.
BP Products North America,  Inc. ,  1:06-cv-03503 (N.D. I l l . ) and c irc  Press Release 5193-06,  June 28,  2006).

"This case demonstrates that the CFTC wil l  aggressively combat manipulat ion in the nat ion's energy markets. Disrupt ing the energy
markets hurts American consumers, and traders who engage in such misconduct face serious consequences. Thls announcement
marks the largest manipulation sett lement in CFTC history and requires the return of approximately $53 mill ion to vict ims of the
company's misconduct," said CFTC Act ing Chairman Walt  Lukken. "BP engaged in a massive manipulat ion - the magnitude of this
sett lement reflects that the Commission will not tolerate t rading abuses in our open and competit ive markets."

In a related Fil ing, the Criminal Division, Fraud Section of the United States Department of Justice (DOJ) also announced the
simultaneous f i l ing of an information and entry into a deferred prosecution agreement with BP Ameri Inc.  based upon the same
underly ing conduct.

l"$

The October 25, 2007 CF-TC consent order requires that BP pay a $125 mill ion civil monetary penalty to the CFTC, establish a
compliance and ethics program, and install a monitor to oversee Bp's trading act iv it ies in the commodit ies markets. The consent order
also recognizes the payment of approximately $53 mill ion by BP into a restitut ion fund for vict ims.

The DOJ deferred prosecution agreement requires BP America to pay a $100 mignon criminal penalty, plus $25 mill ion into a
consumer fraud fund, as well as payments to the restitut ion fund and installment of the monitor as Noted above.

Accordingly, the total monetary sanction that BP is required to pay to resolveth c iv i l  and criminal aspects of  the unlawful conduct  in
the TET propane market is apprwdmately $303 mil l ion.

The TET propane market refers to propane that is del iverable at  the TEPPCO storage faci l i ty  in Mont Belv ia,  Texas or anywhere
within the TEPPCO pipel ine system. The TEPPCO pipel ine runs from Mont BeMeu, Texas up through Ohio, into New York,
Pennsylvania and I l l inois. The TEPPCO pipeline is the only pipeline that t ransports  propane f rom Mont  Belv ia to the Northeast  and
Midwest regions of the United States.

"Although this case was diff icult,  our professional staff used strategic techniques during thousands of hours of investigation to uncover
Bp's misconduct. They etTectively rooted out evidence of the defendant 's intentions. This sett lement shows that BP has decided to
take posit ive steps to rectify the situation and provide relief to those who were impacted by BP's misdeeds," said Gregory Mocek,
CFTC's Director of Enforcement.

The Order f inds that in February 2004, BP employees sought Io, and did, comer the TET propane market for the purpose of dictat ing
prices to other market part icipants in order to obtain a signif icant trading profit .  The Order f inds that by engaging in this conduct, BP
employees violated the Commodity Exchange Act 's prohibit ions against manipulat ing the price of a commodity and covering a
commodity market. The Order f inds that BP employees attempted to manipulate the price of TET propane in Apri l  2003 by engaging in
s imi lar conduct

The CFTC would l ike to thank the Depaitrhent of Justice and U.S. Postal Inspection Service for their oooperathre enforcement
assistance in this matter.

The following CFTC Enforcement Division staff  are responsible for the case: Joseph Konizeski,  Deputy Director Joan Manley, Judy
Lee, Charlotte Ohlmiller, and Associate Director Paul Hayeck.

Last Updated: Gcmuber 25, 2007

z t t p : / / w w w . c f t c . go v / n e w s r o o m / e n f o r c e m e n t p r e s s r e l e a s e s / 2 0 0 7 / p r 5 4 0 5 - 0 7 . h t m 1 5 / 2 / 2 0 0 8



BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS

MIKEGLEASON, CHAIRMAN
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

IN THE MATTER OF THE APPLICATION OF
SOUTHWEST GAS CORPORATION FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
ITS PROPERTIES THROUGHOUT ARIZONA.

Docket No. G-01551A-07-0504

DirectTestimony of

Jeff Schlegel

on behalf of

Southwest Energy Efficiency Project (SWEEP)

March 28, 2007

EXHIBIT



_ll l l l

\

Direct Testimony of Jeff Schlegel, SWEEP/NRDC
Docket No. G01551A-07-0504

Table of Contents

Introduction 1

The Public Intermit in Increasing NaMedGas EnergyEfficiency 2

The Experience of Natural Gas DSM Program in Other States 2

Increased DSM Programs and Funding 3

Financial Disincentive to Natural Gas Utility Support of Energy Efficiency 4

Fixed Charges 6

Conclusion 6



I'll

l

\

Direct Testimony of Jeff Schlegel, SWEEP
Doeket No. G-01551A-07-0504

Introduction

Q, Please state your name and business address.

A. My name is Jeff Schlegel. My business address is 1167 W. Samalayuca Drive,
Tucson, Arizona 85704-3224.

Q, For whom are you testifying?

A. I am testifying on behalf of the Southwest Energy Efficiency Project (SWEEP).

Q. Please describe the Southwest Energy Efficiency Project (SWEEP).

A. SWEEP is a public interest organization dedicated to advancing energy efficiency as
a means of promoting both economic prosperity and environmental protection in the
six states of Arizona, Colorado, New Mexico, Nevada, Utah, and Wyoming. SWEEP
works on state energy legislation, analysis of energy efficiency opportunities and
potential, expansion of state and utility energy efficiency programs as well as the
design of these programs, building energy codes and appliance standards, and
voluntary partnerships with the private sector-to advance energy efficiency. SWEEP
is collaborating with utilities, state agencies, environmental groups, universities, and
energy specialists in the region. SWEEP is funded primarily by foundations, the U.S.
Department of Energy, and the U.S. Environmental Protection Agency. I arm the
Arizona Representative for SWEEP.

Q, What are your professional qualifications?

A. I am an independent consultant specializing in policy analysis, evaluation and
research, planning, and program design for energy efficiency and clean energy
resources. I consult for public groups and government agencies, and I have been
working in the Held for over 20 years. In addition to my responsibilities with
SWEEP, I am working or have worked extensively in many of the states that have
effective energy efficiency programs, including California, Connecticut,
Massachusetts, New Jersey, Vermont, and Wisconsin. In 1997, I received the
Outstanding Achievement Award from the International Energy Program Evaluation
Conference. I have testified before the Arizona Corporation Commission in many
proceedings.

Q, What is the purpose of your testimony?

A. In my testimony I will discuss the public interest in increasing natural gas energy
efficiency, summarize the perfonnauce of gas energy efficiency programs in other
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states,  propose an. i nc rease i n  i imd ing  f o r  t he  Demand S ide  Management  (DSM)
programs of  Southwest  Gas,  d iscuss the i inancid d is incent ive to natura l  gas ut i l i t y
support  of  energy ef f i c iency,  d iscuss decoupl ing mechanisms,  and oppose higher
f i xed charges for Southwest  Gas customers.

The Publ ic  In terest  in  Increasing Natural  Gas Energy Eff i c iency

Q.  What  i s  the publ i c  in terest  in  increasing natura l  gas energy ef f i c iency?

A.  Natura l  gas DSM energy ef f i c iency programs are in  the publ i c  in terest .  Increasing gas
energy  e f f i c i ency  w i l l  p rov ide  s i gn i f i can t  and cost  f f ec t i ve  benef i t s  f o r  Southwest
Gas customers,  the natural  gas and elect r ic ut i l i ty systems,  the economy,  and the

. envi ronment .  Increasing natura l  gas energy ef f i c iency wi l l  save consumers and
businesses money through lower energy b i l l s ,  resul t ing in lower tota l  costs for
customers.  Natura l  gas energy ef f i c iency programs wi l l  he lp mi t igate i i l e l  pr i ce
increases and reduce customer vulnerabi l i t y and exposure to natural  gas price
vo la t i l i t y .  I nc reas ing  na tu ra l  gas  energy  e f f i c i ency  w i l l  do  d i vers i f y  energy
resources,  reduce ai r pol lut ion and carbon emissions,  and create jobs and improve the
economy.  Natural  gas energy ef f ic iency is a rel iable energy resource that  costs less
than other resources for meet ing the energy needs of  customers in the Southwest  Gas
serv ice terr i t ory . ,

There are many opportun i t i es  for  cost -e f fect i ve natura l  go energy ef f i c iency in  the
Southwest  Gas service terr i tory 'm Arizona,  as evidenced by the programs Southwest
Gas has implemented to date and the gas DSM programs in other states.

The Exper i ence  o f  Natura l  Gas  DSM  Program s i n  O ther  S ta tes

Q, What  is  the experience wi th natural  gas DSM programs in other states?

A.  Numerous gas u t i l i t i es  are  imp lement i ng  cost -e f f ec t i ve  DSM programs to  he lp
customers reduce thei r gas consumpt ion and gas bi l l s.  One example is Questar Gas
C om pany  i n  U t ah .

Quester began implement ing gas DSM programs 'm Utah 'm 2007.  The f i rs t  year
budget  for  Questar ' s  programs was $7.0 mi l l i on.  These programs inc luded ' t ree home
energy audi ts,  rebates for resident ia l  ef f i c iency measures including insulat ion and
high ef f i c iency heat ing equipment ,  i ncent i ves for  const ruct ion of  Energy Star  new
homes,  a cont r ibut ion to  the state ' s  low- income weather i zat ion program,  and
consumer educat i on e f f o r t s .  Quester ' s  DSM programs are  cost -e f f ecdve and woe
very successfu l  in  at t ract ing part i c ipat ion and achieving the f i rs t  year goals.  As a
resul t ,  Questar proposed expanding the programs in 2008 and proposed adding new
programs for  promot ing more e f l i c im t  gas use i n  t he  commerc ia l  sector  and i n  mul t i -
f am i l y  hous ing .  Quester ' s  t o ta l  gas  DSM budget  f o r  2008,  wh i ch  was approved i n
fu l l  by the Utah Publ i c  Serv ice Commiss ion,  i s  $10.5 m i l l i on.  Th is  i s  equiva lent  to

I
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over 1% of Questar's total revenues and about $12.70 per customer..For reference,
Questar serves a total of about 825,000 full service gas customers, fewer than the
945,000 gas customers Southwest Gas serves in Arizona (Southwest Gas, Schedule
E-7). Other states where gas utilities are spending well over 1% of total revenues on
energy efficiency programs include California, Iowa, and Wisconsin.

Increased DSM Programs and Funding

Q. Does SWEEP support the current Southwest Gas DSM programs?

A. Yes. SWEEP supports the natural gas DSM programs proposed in the prior rate case,
as modified and approved by theCommission. As Staff analysis has shown, the
Commission-approved programs are cost-effective and they are providing value and
net benefits to customers. Southwest Gas expects 2008 DSM spending to be about
$2.9 million, which is part of the ramp up to full implementation of the programs,
most of which were approved by the Commission in 2007. The 2009 DSM spending
is expected to be at the $4.4 million funding level approved by the Commission in the
prior rate case.

Q, Does SWEEP propose any revisions or increases to the DSM program efforts and
funding for the Southwest Gas territory?

A. Yes. SWEEP proposes that funding for the DSM portfolio of programs should be
increased, to at least $12 million annually, to better address the cost-effective
opportunities throughout the Southwest Gas service territory. Additional DSM
funding is necessary to capture energy efficiency opportunities and to assist more
customers in reducing their energy bills.

Q. How does the level of DSM effort and funding you propose for Southwest Gas
compare to total revenues and DSM spending per customer?

A. The SWEEP-proposed DSM program portfolio funding level of at least $12 million is
equivalent to 1.2% of total revenues and $12.70 pa customer, similar to the level o f
effort for Questar.1 The current Commission-approved DSM program funding of
$4.4 million is equivalent to about 0.4% oftotad revenues and $4.70 per custoznenz

SWEEP recommends that theadditional funding be used to expand existing programs
to reach more customers. Also, additional costeffective DSM programs could be
considered for filature years, and should be implemented if approved by the
Commission in the future.

1 $12 million of DSM program portfolio funding divided by $996.4 million of test year total revenues,per
Southwest Gas Schedule E-6.
2 $4.4 million of DSM program portfolio funding divided by $996.4 million of test year total revenues, per
Southwest Gas Schedule E~6. .
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Q. Should the collaborative DSM worldng group review any program revisions or
proposals for new programs?

A.  S ign i f i cant  program rev i s ions and proposals  for  new programs should  be rev iewed by
the co l l aborat i ve  DSM work ing group.  Southwest  Gas should  be ab le  to  expand
e a s t i n g , approved prog ram s  M t hou t  requ i r i ng  rev i ew  by  t he co l l abora t i ve  work i ng

group,  though SWEEP recommends that  Southwest  Gas consul t  t he work ing group
for ideas on how to reach more customers w i t l l  t he DSM programs.

Financia l  D is incentive to  Natural  Gas Uti l i ty  Support  of  Energy Eff ic iency

Q. Does Southwest Gas experience a financial disincentive to its support of energy
efficiency efforts when its customers respond and become more energy eitident?

A.  Yes.  T rad i t i ona l  u t i l i t y  regu la t i on  l i nks  t he  u t i l i t y ' s  f i nanc ia l  hea l t h  t o  t he  vo lume o f
natural  gas sold,  resul t ing in a f inancia l  d is incent ive to invest  in energy et i i c iency and
other demand-side resources that  reduce natural  gas sales.  For Southwest  Gas,  energy
savings by customers (which are benef ic ia l  for customers) resul t  in  lower revenues
for  t he  company and t h rea ten  recovery  f u t i l i t y  f i xed  cos t s .  I n  genera l ,  t h i s  t i nanc ia l
d is incent ive can reduce ut i l i t y  support  and enthusiasm for cost -e i fect ive resources
such as energy ef f i c iency programs that  minimize the long~tem1 cost  of  provid ing
serv i ce.  I t  a l so cou ld  impede potent ia l l y  cruc ia l  u t i l i t y  support  f or  energy-ef f i c iency
standards,  bui lding energy codes,  and other pol icies that  serve societal  interests and
reduce energy use w i thout  requi r ing any d i rect  u t i l i t y  i nvestment .

The Financial  d is incent ive is part icular ly st rong for natural  gas ut i l i t ies that  have
experienced an overal l  t rend of  decl in ing gas usage per customer,  which is the
si tuat ion for Southwest  Gas.

Q, When should this financial disincentive be addressed?

A. SWEEP believes that the issue of the financial disincentive to natural gas utility
support of energy efficiency should be addressed in Arizona in a timely manner, in
this proceeding We believe this will be necessary if Arizona wants to fully tap the
potential for its lowest cost natural gas resource - cost-effective energy efficiency
improvements for customers.

Q. Should a decoupling mechanism for Southwest Gas be implemented to remove the
financial disincentive and encourage Southwest Gas to support additional increases in
energy efficiency?

4
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A. Yes. SWEEP supports decoupling mechanisms to address issues related to energy
efficiency, i.e., when such mechanisms would be effective in substantially increasing
customer energy efficiency and reducing the financial disincentive to gas utility
support of increased energy efficiency. SWEEP is not in favor of decoupling solely
or primarily as a mechanllsm for the utility to recover authorized fixed costs.
Therefore, in SWEEP's view the implementation of decoupling is premised on
substantial increases in customer energy efficiency, for which the decoupling
mechanism would reduce the financial disincentive to the utility of such increased
energy efficiency.

Q. Do you support any of the decoupling mechanisms proposed by Southwest Gas?

A. Yes. SWEEP supports the intent and design of the Revenue Decoupling Adjustment
Provision (RDAP) proposed by Southwest Gas. This decoupling mechanism, if
approved and implemented, would be effective in meeting the objectives set forth by
SWEEP above. It is also similar to the decoupling mechanism approved in Utah for
Quester Gas. SWEEP has a few outstanding questions on the specific design and
operation of the RDAP mechanism, which SWEEP is addressing through discovery.

Q. Are there other actions that could be taken to ease the transition to the RDAP
decoupling mechanism?

A. Yes. SWEEP suggests that the implementation of the RDAP decoupling mechanism
could be a three-year pilot, with evaluation and review at the end of the pilot prior to
full implementation. Also, to help reduce or address the concerns of other parties, an
initial maximum cap could be placed on any revenue or refund from any differences
between actual and authorized non-gas revenue, if such a cap would reduce some of
the uncertainty regarding the effects of the mechanism.

Q. Is your proposal for increased DSM funding conditioned on approval of the RDAP
decoupling mechanism?

A. No. SWEEP recommends the increase in DSM funding with or without approval of a
decoupling mechanism. Increasing natural gas energy efficiency will provide
significant and cost-effective benefits for Southwest Gas customers, the natural gas
and electric utility systems, the economy, and the environment

5
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Fi xed  C h arg es

Q.  Should the Commission approve higher Fixed charges for Southwest Gas?

A.  No.  SWEEP opposes h igher f i xed charges for  natura l  gas customers because h igher
Hied charges would mute and reduce the pr i ce s ignal  customers would receive when
they reduce energy use and become more energy ef f i c ient ,  and therefore would
reduce the power they have over the i r  own energy b i l l s .

Conclusion

Q,  Does that  conc lude your  d i rec t  t es t imony?

A. Yes.

u
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Introduction

Q. Please state your name and business address.

A. My name is Jeff Schlegel. My business address is 1167 W. Samalayuca Drive,
Tucson, Arizona 85704-3224.

Q. Have you presented other testimony in this proceeding?

A. Yes. prepared direct testimony on behalf of the Southwest Energy Efficiency
Project (SWEEP), filed March 28, 2008.

Q. What is the purpose of your surrebuttal testimony?

A. In my surrebuttal testimony I will respond to the rebuttal testimony of Southwest Gas,
particularly the rebuttal testimony of witnesses Corydon and Miller.

Q. What are SWEEP's primary positions set forth in your direct testimony?

A. SWEEP's primary positions are:

1. Cost-effective DSM programs should continue to ramp up and expand,
substantially and expeditiously, to serve Southwest Gas customers, so that more
customers can reduce their natural gas costs and mitigate the effects of any rate
increase through increased energy efficiency.

The financial interest of Southwest Gas should be aligned more with the public
interest and ratepayer interest by removing financial disincentives to utility
support of energy efficiency (and the resulting reductions in customer costs).

Cost-Effective DSM Programs and Funding

1
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Q. In its rebuttal testimony, Southwest Gas proposed to "remove the determination of the
level of DSM program spending from Southwest's general rate case process and allow
the level of spending to be established annually or bi-annually by Commission order
based on recommendations from the previously established Southwest DSM
Collaborative." Does SWEEP support this approach?

A. Not entirely. SWEEP supports the involvement of the DSM collaborative and the
input and recommendations of collaborative members. However, SWEEP
recommends the following process, which is more responsive to customer needs arid

2.
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the increasing level of customer interest in the DSM programs, while retaining
Commission review and approval of any proposed new programs.

First, for Commission-approved DSM programs, the spending levels are set initially
as part of the Commission review and approval process. For these Commission-
approved programs, the spending levels should be able to increase in between rate
cases in response to program success and customer participation. Since the programs
are cost-effective (i.e., by definition, lower cost than any other resources to meet
customer energy needs), if customer interest and participation in the DSM programs
are driving spending to be higher than estimated and set initially, the program
spending should be increased and the increased spending should be recovered through
the DSM adjustor. The Commission should be notified of the DSM program
spending increase, though the spending increase should not require Commission pre-
approval or other action by the Commission' Any delay in increasing DSM spending
to meet customer needs would result in waiting lists and dissatisfied customers, as
well as higher total costs for customers.

Second, Southwest Gas and/or DSM collaborative members should be able to propose
new DSM programs in between rate cases. New programs should be reviewed by
Staff and approved by the Commission prior to implementation, consistent with
current practice. New programs should include an estimated spending level in the
program description. Once approved by the Commission, spending for new DSM
programs should be recovered through the DSM adjustor.

Third, the Commission should set the overall direction for DSM 'm rate cases, as it
has been doing, or alternatively in resource planning proceedings in which the
Commission is considering and comparing the attributes, costs, and benefits of fixture
resources.

As part of the above process, the collaborative DSM worldng group should review
and provide input for any significant program revisions and proposals for new
programs.
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Q. Considering the process you recommend above, the rebuttal testimony of Southwest
Gas, and the testimony of other pres, have you changed the recommendations in

your direct testimony regarding DSM spending?

A. No. SWEEP continues to recommend a significant increase in DSM efforts to
provide benefits to Southwest Gas customers and mitigate the effects of any rate
increase. As noted above, the Commission should set the overall direction for DSM
in rate cases. Specifically, SWEEP continues to recommend that funding for the
DSM portfolio of programs should be increased, to at least $12 million annually,
equivalent to about 1.2% of total revenues and $12.70 per customer. The current

| The Commission continues to have the authority and ability to initiate any DSM program revisions or
spending adjustments it feels are appropriate, andStaff could provideany suchrecommendations to the
Commission onits own initiative.
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Commission-approved DSM program funding of $4.4 million is equivalent to about
0.4% of total revenues and $4.70 per customer SWEEP recommends that the
Commission set this level as the target for DSM spending in 2010, with a ramp up in
2009.

SWEEP recommends that the additional funding be used to expand existing programs
to reach more customers. Also, additional cost-effective DSM programs could be
considered for future years, and should be implemented if approved by the
Commission in the future.

Q. Does SWEEP support the current Southwest Gas DSM programs? Is SWEEP
concerned about the rate of ramp up of the programs?

A. SWEEP supports the cost-effective natural gas DSM programs proposed in the prior
rate case, as modified and approved by the Commission. However, SWEEP is
concerned that the ramp up of the DSM programs is moving too slowly. Southwest
Gas expects 2008 DSM spending to be about $2.9 million, which is part of the ramp
up to full implementation of the programs, most of which were approved by the
Commission in 2007. The 2009 DSM spending is expected to be at the $4.4 million
funding level approved by the Commission in the prior rate case. SWEEP
recommends that the DSM program ramp up be accelerated during 2008 and 2009.

Financial Disincentive to Natural Gas Utility Support of Energy EH'iciency

Q. Are there actions that could be taken to pilot the decoupling mechanisms?

A. Yes. SWEEP supports the implementation of both decoupling mechanisms, RDAP
and WNAP, as a three-year pilot, with annual tracing during the pilot, and with
evaluation and review at the end of the pilot .- similar to the proposal in my direct
testimony and consistent with the Southwest Gas rebut testimony (Congdon, p. 22).

Also, to help reduce or address the concerns of other parties, an initial maximum cap
could be placed on any revenue or remind firm any differences between actual and
authorized non-gas revenue, to reduce some of the uncertainty regarding the effects of
the mechanism during the pilot.
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SWEEP suggests that the experience of pilot implementation will do more to resolve
the differences among parties than continued debate in this or subsequent rate cases.

z $4.4 million of DSM program portfolio funding divided by $996.4 million of testyear total revenues, per
Southwest Gas Schedule E-6.
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Higher Basic  Service Charges

Q,  Should the Commission approve h igher basic serv ice charges for  Southwest  Gas,  as
proposed by Southwest  Gas,  S ta f f ;  and RUCO?

A.  No.  SWEEP opposes h igher basic  serv ice charges for  natura l  gas customers because
higher basic serv ice charges would mute and reduce the pr ice s ignal  customers would
receive when they reduce energy use and become more energy ef f i c ient .

Conclusion

Q.  Does that  conc lude your  surrebut ta l  t es t imony?
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A. Yes.
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